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FOREWORD 


T HE PEOPLE of this country appear to have reached 
substantial agreement that the individual income tax 
must constitute a major element in the national tax system; 
they have reached no such accord as regards the corporation 
income tax. The Tax Institute hopes through the present 
symposium to contribute toward attainment of a consensus 
respecting the soundest feasible disposition of the latter im¬ 
portant issue. The approach in this, as in other Institute under¬ 
takings, will be nonpartisan. The discussion leaders will 
present a number of divergent views as to what should be done 
about corporation taxes, and other persons present will be in¬ 
vited to speak from the floor. 

One point of possible disagreement involves the essential na¬ 
ture of the corporation income tax. Some tax experts would ac¬ 
cept the English view that the corporation tax is merely to 
serve as a withholding device; this notion, of course, is tenable 
only for those who think that the tax rests on stockholders rather 
than that it is shifted to employees or consumers of the cor¬ 
porate product. Other specialists, many of them holding the 
view that the tax is not invariably borne by stockholders, 
think that there should be business income taxes on corpora¬ 
tions. For some of the latter group of technicians the corpora¬ 
tion income tax is also a device for grading the load on small 
and large or unprofitable and profitable businesses. 

Depending to a considerable degree on the conception of 
the place to be occupied by the tax on corporate income, mem¬ 
bers of the Tax Institute arrive at several ideas as to the policy 
Congress should adopt for the postwar United States. These 
policy views fall roughly into three classes. 
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FOREWORD 


One view is that the corporation income tax has no place 
whatever in a wise national tax system. Proponents of this view 
disagree, however, on how the corporation tax should be 
eliminated and individual income tax avoidance through the 
nondistribution of corporate earnings effectively circumvented. 

A second position is that the corporation income tax should 
be kept as a permanent phase of national tax policy. Some advo¬ 
cates of this plan would modify and others would eliminate the 
existing rate graduation. Many would make other rate changes. 

The third viewpoint is intermediate between the other two. 
Many tax people who favor avoiding either extreme do so on 
grounds of economic principle, some of them believing that the 
corporate income tax is only partly borne by stockholders; 
others reach a similar conclusion on political or other prag¬ 
matic grounds. Among individuals who favor a middle posi¬ 
tion, the differences regarding method are as great as among 
those who advocate one of the more extreme policies. 

The speakers to appear in this two-day symposium will 
doubtless present many of the programs of policy and of strategy 
which hundreds of tax specialists have devised. Each speaker 
in this hand-picked group is invited not only to present his 
analysis of the problem and his view of its solution but also to 
argue his case as he deems appropriate. An intellectual feast is 
spread before us. 

As president of the Tax Institute I wish to express apprecia¬ 
tion of the two committees through whose work this symposium 
has been arranged. I refer, of course, to the Committee on 
Local Arrangements, under the chairmanship of Mr. J. K. Las- 
ser of the New York accounting firm which bears his name, 
and to the Program Committee, under the chairmanship of 
Mr. Harry J. Rudick of the law firm of Lord, Day and Lord. 

James W. Martin, President 
University of Kentucky Tax Institute, Inc. 

December, 1946 



PREFACE 


A GENERATION ago the notion that taxation should or 
could be employed as an instrument of fiscal policy was 
not widely entertained. The doctrine of taxation for revenue 
only, that is, to meet the running expenses of the government, 
was a shibboleth seldom questioned. Today, however, more and 
more people believe that the lush era that preceded 1930 may 
have been run up to boom proportions because of reductions in 
tax rates, and that the depression which followed it was prob¬ 
ably accentuated by increased tax rates; and that taxation is 
an appropriate tool of fiscal policy which can and should be 
used to help us to attain and remain at high employment and to 
keep the value of the dollar stable. The conviction seems to be 
growing that the attainment of these goals is affected not only 
by the amount of taxes being imposed, but also by the way in 
which we impose them. Assuming the validity of this doctrine, 
the question of how corporations should be taxed emerges as an 
important one, and it is so recognized in virtually all of the 
many postwar tax programs which have been advanced. 

Preceding the question of how corporations should be taxed 
is the question of whether they should be taxed at all. Under¬ 
lying this last question is the concept that the corporation is not 
a real taxpayer. To use a hackneyed metaphor, a corporation is a 
piece of paper and you cannot tax a piece of paper. Taxes are 
paid by people, and the taxes which the corporation nominally 
pays are in the end borne by the persons who deal with or stand 
behind the piece of paper: the employees, the customers, the 
suppliers, the stockholders. So far as I know there is no way of 
accurately determining how much of any particular corpora¬ 
tion's taxes is borne by each of these groups; but bear them 
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they do, so at least it seems to me. If that is the case what would 
happen if we eliminated the tax on corporations? Would the 
individuals who work for the corporation, buy from it, supply 
it, and invest in it, receive greater incomes and pay higher 
individual taxes? Would the government collect greater or 
lesser aggregate revenues, assuming the adoption of some device 
to prevent the corporation from being used as a shield against 
the individual tax and of measures designed to equalize the 
position of unincorporated business? Would business enter¬ 
prise be stimulated or retarded? 

It was not to be expected that the symposium would supply 
clear-cut answers to these difficult problems, but it has, I be¬ 
lieve, supplied some clues and should prove of value to those— 
and there are many—who wish to pursue the subject further. 

Presumably many of the proposals in the postwar tax pro 
grams which have been publicly espoused by various groups 
will be formally presented to the Congressional committees 
when those committees hold public hearings. Numerous other 
proposals will be made to these committees and they will need 
all the wise counsel they can get in determining which, if any, 
of the proposals affecting corporate taxation is most worthy of 
trial. It is hoped and believed that the present symposium will 
be useful to the legislators in their search for a solution. 

On behalf of the Program Committee, I wish to express 
thanks to the distinguished participants in the symposium. I 
also wish to thank personally for their aid in arranging the sym¬ 
posium program my fellow members of the Program Com¬ 
mittee, Dr. Roy Blough of the University of Chicago and Mr. 
Maxwell McDowell of the Standard Oil Company of New 
Jersey, the Chairman of the Committee on Local Arrange¬ 
ments, Mr. J. K. Lasser, and above all, the Executive Director 
of the Institute, Dr. Mabel L. Walker. 

Harry J. Rudick 
Chairman, 

New York Program Committee 

December, 1946 
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PART ONE 

PROPOSALS FOR REFORMING CORPORATE 
INCOME TAXES 




CHAPTER I 


EVALUATION OF POSTWAR TAX PROPOSALS MADE 
BY VARIOUS GROUPS AND INDIVIDUALS 

Roy G. Blakey 
University of Minnesota 

N UMEROUS postwar fiscal programs and scores of tax 
and other fiscal measures have been proposed in the last 
few years. Several of these have been sponsored by business 
groups and most of the better known ones appear to have been 
unusually well financed, staffed, and publicized throughout 
the United States. Most of the comments m this paper will 
relate to proposals prepared or sponsored by: The Twin Cities 
business group; the National Planning Association—Business 
Committee (Ruml-Sonne) and Labor Committee (J. H. G. 
Pierson); the Committee for Economic Development (and 
H. M. Groves—two studies); the Committee on Postwar Tax 
Policy (Lutz, Magill, et al); and Hansen and Perloff. Some 
reference will, however, be made to less publicized proposals of 
other authors. 

Obviously all analyses and appraisals are judgments of 
fallible human beings who are subject to biases and other 
frailties, much as the authors of proposals. Perhaps, however, 
the bias of parents towards their babies may be different from 
those of others less closely related. 

The authors of the most comprehensive fiscal programs are 
to be congratulated upon the industry, care, and judgment 
which they exhibited, and also upon the great amount of 
public discussion and education which they have occasioned. 
I find myself in general agreement with most of the recom- 
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THE TAX PLANS 



Lutz-Magill 

Twin Cities 
(Assuming sales tax) 

C. E. D. 

National income as¬ 
sumed (billions at 
1943 prices) 

*125* 

$125 (approx). 

$140 

Est. federal expenditures 
(billions excluding so¬ 
cial security) 

$15.0 to $22.0 

$18 

$16-$18 

Are rates same in boom 
and slump? 

Yes 

i 

Yes 

Yes 

Personal income tax: 
Normal rate. 

15% to 20% 
*500 

10% 

$600 for individual, 
$1,400 married, $400 
each dependent 

16%—20% 

$500 for individual, 
and each dependent 

Exemption. 


Estimated tax yield 
(billions) 

$7.6-$11.6 

$5 

$9.9—$11.9 

Excess-profits tax. 

Repeal 

Repeal 

Repeal 

Corporation income tax 

Same base as person¬ 
al income. Deduct 
tax paid by corp. 
from personal tax 
return 

Continue at 40%. 
Allow stockholder to 
deduct 40% of his 
dividend income in 
determining personal 
income tax. 

Withhold from divi¬ 
dends amount equal 
to normal personal 
rate; apply same rate 
to undistributed 

profits 

Capital gains. 

Retain present rate 
for five years 

Modification of pres¬ 
ent system 

Tax as other income 


Excise taxes. 

Retain, possibly in¬ 
crease * * 

Leave as now 

Abolish except to¬ 
bacco, liquor, per¬ 
haps gasoline 


A sales tax?. 

5% if budget over 
$20 billion 

Maybe. A 5% sales 
tax is recommended 

No 


Gift and estate taxes... 

If retained, reduce 
rates; should abolish 

No recommendations 

Plug loopholes, over¬ 
haul 

Tax-exempt securities.. 

No comment 

No comment 

No more 

Capital stock declared- 
value excess - profits 
tax 

Abolish 

Abolish 

Abolish 


*$125 billion basis for revenue estimates. Also considers $115 and $140 billion. 

* *“Distribute burden according to spending, not receipt, of income.” 

Sources: Summary of C. E. D., Ruml-Sonne, Twin Cities, and Hansen-Perloff plans 
from Fortune , December, 1944, page 122; summary of Lutz-Magill, Groves, and Pierson 
plans from table prepared by Francis Yeager, University of Minnesota. 
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Groves 

Ruml-Sonne 

Hansen-Perloff 

Pierson 

$140 

$140 

$125-$150 

$154—$159 

$18.4 

$18 

S18.5-S25.5 

$22.0-$28.0 (if $6.0 for 
welfare, full employ¬ 
ment) 

Yes 

Yes 

No. Taxes to be raised 
in boom, lowered in 
slump 

Yes 

00 

16% 

6% 

Present rate with higher 
base 

$500 

$500 for individual and 
each dependent 

$800 for individual, 
$1,600 married, $400 
each dependent 

$2750 family of 4 

$10.85 

$13 

$9.8 

$9.0-$12.0 

Repeal 

Repeal 

Repeal 

Repeal: new tax to get 
at monopoly profits 

Same as personal; 

Withhold from divi¬ 

Two proposals: (1) 

40%. Reduce discrim¬ 

credit to stock- 

dends amount equal to 

withhold equivalent of 

ination against equity 

holders 

normal personal rate; 
apply same rate to un- 
distrib. profits. 5% tax 
on corp. earnings 

normal personal rate 
plus 45% on undistrib. 
profits, or (2) a flat 30% 
tax and withhold 
amount equal to nor¬ 
mal personal rate 

capital 

Tax as other in¬ 
come 

Leave as now 

No comment 

No comment 

Slightly lower, 

Abolish except tobacco, 

Abolish except tobacco 

Reduce and retain on 

liquor, tobacco 

liquor, perhaps gasoline 

and liquor. Lower these 

liquor, gasoline, tobac¬ 
co only 

No 

No 

No 

No 

Plug loopholes 

Present rates 

Integrate gift and es¬ 
tate taxes. Lower ex¬ 
emptions, raise rates 

No comment 

Close loopholes, in¬ 
crease rates, lower ex¬ 
emptions 

Eliminate 

No more 

No future issues 

Abolish 

Abolish 

Abolish 

Abolish 
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mendations of most of them, although I disagree strongly on 
some points made by several authors, and slightly, at least, in the 
matter of emphasis, with respect to a number of matters. 
Naturally in a discussion such as this, differences, rather than 
agreements, tend to be stressed, and thus the general public 
is likely to be confirmed in its earlier preconception that 
economists can never agree among themselves. 

The better known programs upon which most attention will 
be focused may be roughly classified as: (1) “orthodox” or 
“conservative,” if they insist upon taxes for revenue only (or 
primarily) and upon budget balancing annually except in rare 
years of severe depression and unemployment; or (2) “com¬ 
pensatory,” “New Dealish,” or “Keynesian,” if they favor using 
taxes, public borrowing, and other fiscal measures generally 
and largely for controlling the national economy; or (3) “lib¬ 
eral,” “moderate,” or “middle-of-the-road,” if they fall between 
the other two more extreme classes. 

The authors of the conservative plans are usually much more 
friendly to general sales taxes and other excises than the others, 
while the “New Dealish” and the liberal plans are generally 
more favorable to increasing death and gift taxes as well as to 
more graduation than the conservative. The conservatives are 
naturally inclined to stress less spending, smaller federal budg¬ 
ets, lower personal income tax exemptions, higher normal tax 
rates, and lower surtaxes. The Keynesians stress somewhat the 
opposite, particularly borrowing and public spending, especial¬ 
ly in times of depression, and the reverse in times of boom. 
They favor more social services, more public works, and lower 
taxes in depression, even though both the extra spending and 
the lower taxing combine to increase financial deficits in snow¬ 
ball fashion. 

In general the Keynesians are more friendly to the underdog, 
or at least apparently so, especially in the short run. The con¬ 
servatives would say that going deeply into debt is not really 
best for the lower income groups or for society generally in the 
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long run; that deficit financing is a social narcotic which under¬ 
mines morale and wastes resources, and that the evils of such 
financing exceed the advantages. 

The authors of plans under discussion might be ranked from 
right to left though in some cases the correct ranking is impos¬ 
sible. Of two authors one may be more leftish about some 
points and more to the right of center with respect to others. 
Following is the approximate ranking, right to left: Lutz- 
Magill; Twin Cities; Committee for Economic Development; 
Groves, Ruml-Sonne; Hansen-Perloff; Pierson. 

Main Objectives of Plans 

The main explicit objectives of the leading plans are: 

1 . “Full” or “high” employment—favored by all, stressed most by 
Keynesians. 

2 . Large or maximum “production”—added or implied by most. 

3 . Maintenance of the private enterprise system—mentioned by most 
but apparently only the conservatives are much worried. 

4 . Encouragement of investment of venture capital—favored by all. 

5 . Balancing of the budget or avoiding deficits—stressed by con¬ 
servatives, generally desired by the “moderates,” and favored by the 
“Keynesians” when employment is “full” or “high” and especially de¬ 
sirable to check inflation and a threatened boom. 

6 . Reduction or redemption of the national debt—favored according 
to degree of orthodoxy or conservatism; nothing for the extreme 
Keynesians to worry about. 

Controversial Issues Presented in Plans 
Most of the controversial issues are closely related to the 
several objectives. The main ones relate to the following: 

1 . Purpose (or primary purpose) of taxes. The extreme conservatists 
or rightists hold that taxes are for revenue only, or, at least, primarily. 
The extreme leftists favor compensatory policies with respect to taxes, 
expenditures, and borrowing and other fiscal measures, and would 
consider the collection of taxes for revenue as secondary to the primary 
purpose of economic and social control. This is the central and basic 
controversy of fiscal policy at present and comprehends, or is related 
to, most of the other lesser controversies, some of which are listed below. 

2 . Budget balancing or deficit financing, especially in periods of de¬ 
pression. 

3 . Amount of expenditure, or size of budget. 
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4 . The national income—what policies will maximize it, provide the 
largest tax base, and promote the best distribution of income—best for 
society in general. 

Involved are questions of economic or business incentives. 
These are closely related to questions of equity. What taxes are 
most equitable and thus result in good will, maximum produc¬ 
tion, and the best utilization of what is produced? What dis¬ 
tribution and flow of income maximizes demand and conse¬ 
quent production and vice versa? What are the best tax 
measures and relief measures to meet certain problems? For 
example, what are the advantages and disadvantages of aver¬ 
aging irregular incomes over the years, carrying over losses and 
gains, special treatment of capital gains and losses, suggested 
treatment of undistributed corporation profits, etc.? Will recom¬ 
mended measures make for equity, cooperation of workers and 
employers, and maximum effectiveness of labor, management, 
and other factors of production? 

It seems obvious that all of these matters are closely related 
to the taxation of corporations and, also, to whether corpora¬ 
tions and stockholders should be taxed more heavily than part¬ 
nerships and their members, and whether larger or smaller 
proportions of federal revenues should be obtained from corpo¬ 
rate or individual income taxes, or from excises, sales taxes, 
death taxes, or other varieties of levies. 

Which will provide the greatest incentives to production, 
or lessen restrictions on production? Which will promote the 
best utilization of income, that is, of what is produced? Looked 
at from one point of view, nearly all of the above questions in¬ 
volve the matter of incentives and also of equity. They involve 
also the matter of administrative feasibility. Special considera¬ 
tion of new and small enterprises, and even the very contro¬ 
versial and poorly understood matter of incidence of corpora¬ 
tion and other taxes, are at bottom largely questions of equity 
and incentive (or restriction, that is, negative incentive). 

Most persons are inclined to judge a tax according to their 
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opinions as to how it promotes or restricts their interests, or 
those of the group with which they identify themselves. Con¬ 
sumers who are aware of the incidence of consumption taxes 
are more likely to oppose such taxes than producers whose in¬ 
terests would be more adversely affected by heavy corporation 
income taxes than by sales taxes on their business and personal 

PROPOSED EFFECTIVE INCOME TAX RATES 

MARRIED TAXPAYER - TWO DEPENDENTS 
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consumption. High-salaried managers of corporations who own 
little stock, or large stockholder directors who provide capital 
out of their dividends and other personal incomes, are much 
more likely to favor lower personal income taxes and higher 
corporate income taxes than managing directors with large 
holdings who have most of their capital in the form of undis¬ 
tributed corporate earnings plowed back into the business, 
especially if normal plus individual surtaxes are much higher 
than corporate income taxes. 

Groves is probably correct in thinking that income taxes 
are more restrictive of enterprise than death taxes; it is quite 
human to discount the future, especially if much of the income 
earned and saved may be lost or dissipated before the future 
tax collector takes his toll. Of course parts of estates taken for 
taxes may reduce capital otherwise available for investment. 
This depends upon the comparative use made by government 
and beneficiaries. 

Most of the tax plans under consideration favor the elimina¬ 
tion of several corporation taxes, for example, the war excess 
profits tax, the NRA declared-value excess profits tax, and the 
NRA capital stock tax (somewhat revised since NRA days). 
(These taxes were eliminated by 1945 legislation after the war 
ended.) Most of the plans agree that something should be done 
about the “double taxation” of dividends and the closely re¬ 
lated problem of taxing the undistributed earnings of corpora¬ 
tions, but there is much diversity among the proposed remedies. 

The C.E.D., Groves, and Ruml-Sonne plans propose taxing 
corporations much as the English do, that is, using the cor¬ 
porations mainly as withholding agents rather than taxing 
them per se. Ruml and Sonne, following a Twentieth Century 
Fund proposal, recommend in addition a 5 per cent franchise 
income tax on corporations. The Twin Cities group would 
tax stockholders on only 60 per cent of dividends received and 
Lutz and Magill would return to the 1913-1916 practice under 
our law of giving the stockholder a credit against the normal 
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individual tax, though the standard or normal rate suggested 
is higher than it was then. None of these compromises is equi¬ 
table to all interests and no very satisfactory practical solution 
has been proposed. Groves’ proposal (British practice, some¬ 
what modified) is probably the most equitable of the plans 
mentioned, but some phases of it would make administration 
more complicated as tax collections are postponed and corpora¬ 
tions are reorganized, or issue stock dividends, rights, etc. 

Most of the plans recommend some favors to small corpora¬ 
tions and especially to new enterprises. Most of them suggest 
methods somewhat similar to those of the present law, that is, 
lower rates for corporations with earnings of less than $50,000, 
or some other specified amount. The ingenious Cornelius Job 
Credit Tax plan 1 —not included among the groups listed above 
—recommends exempting from tax for one year current cor¬ 
porate earnings used to employ additional labor. Professor 
Arthur Upgren 2 recommends an interesting graduated “anti¬ 
monopoly-anti-inflation tax” which would differentiate the 
tax rates on profits according to whether profits are made by 
greater volume of production or by higher prices on the same 
or smaller output. The latter kind would be taxed most heavily. 
Most of these proposals involve more or less serious adminis¬ 
trative difficulties; the ones that are simplest administratively 
are either not very equitable or very effective in promoting em¬ 
ployment. The Cornelius plan appears to have some merit, 
especially just before or in the early stages of a decline in em¬ 
ployment; Upgren’s proposal seems to be worth experimenting 
with, especially on the uptrend or eve of a boom. 

There is scarcely time to make detailed evaluations. In gen¬ 
eral, I favor compensatory fiscal policies if they are not carried 
too far, but I would not go out and hunt for a debt if we 
didn’t have one just to secure all of the advantages of debts 
that are cited by the extreme Keynesians. 

1R. T. Cornelius, Purposes and Main Features of the Job Credit Tax Plan . 

* “Expanding Civilian Production and Employment After the War,” American 
Economic Review, XXXV (May, 1945), 67-84. 
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Source: Chase National Bank Bulletin , September 16 , 1946 . 







EVALUATION OF TAX PROPOSALS lg 

I would not spend public moneys just to spend, but I would 
spend a considerable amount upon such useful things as well 
planned projects for education, health, slum clearance, housing, 
etc., rather than have millions of laborers who are able to pro¬ 
vide such things starve and also waste potential (and greatly 
useful) production. If such things could be provided better 
by private enterprise than by government, all things considered, 
or by private enterprise somewhat subsidized temporarily by 
government, then I would urge the utilization of private 
enterprise. 

In general, I would favor balancing the budget over the 
cycle, and, moreover, I would favor a margin of safety when 
planning budgets, because those who try to work on too small 
a margin are likely, in actual practice, to fall over the precipice 
when the margin becomes too narrow or breaks down. 

If there were time and space many additional comments and 
some criticisms might be made. For example, most of the 
plans’ postwar expenditure or budget assumptions appear to be 
too low, so that the proposed taxes would probably prove to be 
inadequate. The estimated tax yields of the conservative plans 
would probably prove to be much nearer in line with actual 
collections than those of the leftist plans, if put into effect, un¬ 
less the inflation caused by the latter boosted the dollar volume 
of the tax base. 

To date, estimated national income has been somewhat 
larger than that assumed in most of the plans, but we are still 
in the transition period rather than in the “normal” postwar 
period following this transition, that is, we have not yet come 
to the years for which the proposals were made. It is not certain 
what the national income will be then. 

One serious weakness of all the programs is that they do not 
really face the possible contingency of a period with a national 
income as.low as that of the highest prewar income, to say noth¬ 
ing of a smaller one. The implied solution of the free borrowers 
and spenders would be to borrow and borrow, and to rout eco- 
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nomic deflation with monetary and fiscal inflation, perhaps 
calling it reflation. There is point to the criticism that these 
plans contemplate stabilizing the national economy at the un¬ 
precedented war time peak. 

Most of the plans are also unnecessarily vague and shy in 
their treatment of the incidence of taxes on corporations and 
some of them resort to the favorite dodge of recommending 
that this be studied further. 3 

Stressing employment as the main objective of fiscal policy 
may be effective short-term strategy, but it perpetuates several 
old deep-rooted fallacies when carried as far as it has been. 
Support for make-work, useless work, stretching-out-the-work, 
featherbedding, standby crews (even in the music field) the 
thirty-hour week, uneconomic labor and building codes, and 
various other practices and doctrines have been strengthened 
by confusing means with ends. The maximization of produc¬ 
tion or income is a much sounder objective, although that is 
not perfect. Wealth and welfare are not synonymous. Un¬ 
fortunately a large part, perhaps ten per cent, of our resources 
and business operations are devoted to providing goods and 
services that are more harmful than helpful to society as a 
whole, and much more is of dubious social value. Some of the 
so-called objectives, other than employment, are also really 
means instead of ends, and, also subject to criticism. 

All things considered, I am in closer agreement with the 
presentation of Groves in his second book, Postwar Taxation 
and Economic Progress, than with any of the other compre¬ 
hensive programs mentioned. It is true that the Groves study 
is the fullest presentation and probably the one which involved 
the most work, the most consultations with advisers, the most 
revisions, and the most time to prepare. I consider Groves’ plan 
“moderate” or only a little “left of center;” he is somewhat to 
the left of the C.E.D. plan which was based largely upon his 

s This question of incidence was discussed briefly by the writer in several 
references cited in bibliography at end of this volume. 
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earlier studies, though he evidently pulled the C.E.D. Com¬ 
mittee in his direction. 

The Ruml-Sonne plan takes the most comprehensive view 
of all, considers monetary policy as well as fiscal policy, and 
takes more cognizance of legislative and administrative reforms 
necessary to make good fiscal plans effective. It also is more 
realistic than most plans in its evaluation of the reactions of 
business men and the public generally to new and strange fiscal 
proposals and to uncertainty in general. In my judgment, how¬ 
ever, Ruml would be too free with monetary and fiscal manipu¬ 
lation, if he had a free hand. He might cure the patient or he 
might kill him. Maybe quick death would be better than lin¬ 
gering illness, hence some might prefer to take the risk. I’m 
not certain that I would not in some situations. 

Hansen’s and Perloff’s book naturally stresses more than 
others the desirability of coordinating federal, state, and local 
taxes. They are much more concerned with a compensatory 
policy to stabilize the national economy than with''revenues 
per se to support the traditional services of various levels of 
government. 

Conclusions 4 

Fiscal policies have been viewed more broadly in recent 
years than was common earlier. It is not so much that the 
prevalent ideas are new as that they are now held more general¬ 
ly. For many years English and other monetary and banking 
theorists and practitioners thought they could control the 
economy by manipulating the discount rate. Later they added 
open market purchases and sales of government securities to 
their quiver. Mr. R. G. Hawtrey said some twenty years ago 
that the Federal Reserve System of the United States had 
demonstrated conclusively the ability of such a system to stabi- 

* The following conclusions are similar to those I expressed at the 1946 
meeting of the Midwest Economics Association. The address was published in 
the June, 1946 issue of Taxes—The Tax Magazine. 
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lize prices and control an economy without resort to the stable 
money schemes of Professor Irving Fisher and others. 

But in the great depression of the 1930s the manipulations 
of the monetary and banking systems were not equal to the 
occasion, so the Keynesians in Britain and the United States 
attempted to annex the national treasury departments and 
all their fiscal powers, as well as the national banking sys¬ 
tems, in order to manipulate them and keep the economies 
from collapsing. They realized by that time that banking and 
monetary policy, while important, was not sufficient. Indeed, 
fiscal policy had been important earlier, though they did not 
appear to realize this fact earlier. It is true, however, that in 
later days fiscal operations have become a much larger part of 
the whole economy than they were earlier, hence their control 
and manipulation have much more effect upon the general 
economy than formerly. 

Some of the theories of the Keynesians doubtless have valid¬ 
ity; others seem mostly products of the great depression and 
their proponents may, in the light of history, appear as the 
apologists of those who wished to try unorthodox experiments 
to solve problems they did not know how to meet. 

In view of the great stress that is placed in these tax plans 
on the maximizing of employment and production—especially 
in the less orthodox proposals, and, in view of the further fact 
that some of the more prominent of these new fiscal planners 
are, or were, labor and cycle-theory economists who have come 
over into the greener pastures of public finance or fiscal policy, 
it seems somewhat strange that they have not expanded their 
implementation of economic control much more beyond so- 
called monetary and fiscal policies, very strange that they say 
little or nothing about the greatest disturbers of employment 
and the greatest destroyers of production. 

With the transition from many small isolated agricultural 
economic communities to an integrated industrialized “one- 
world” economy, labor and industrial policies have become 
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extremely important. Strikes and lockouts in key segments of 
various industries can tie up the whole economy; if carried 
far enough, they can wreck it. International policy, or lack of 
policy, can also tie up, damage, and wreck the economy, de¬ 
stroy civilization, and starve the people who are not killed out¬ 
right. The intimately integrated world of today can no longer 
afford either industrial or military warfare. The public interest 
transcends that of the special interests which provoke and carry 
on such warfare. 

Long ago it was decided that the public should prevent and 
punish individual crimes, including murder, and not leave the 
settlement of such matters to the individuals most injured or 
concerned. How much more important for the public and its 
representative, the state, to prevent and settle peaceably the 
controversies that lead to industrial and international warfare, 
and thus to starvation and other forms of mass murder, and 
possibly to the destruction of civilization. 

Progress in our interdependent economies and States in¬ 
volves the coordination, not only of monetary and fiscal policy, 
but also of labor, industrial, international, and other policies. 
The new converts to "fiscal policy” are not really so much con¬ 
cerned with fiscal policy in the narrow sense as they and 
all of us are concerned with general economic and political 
policy. Neither they nor we can, therefore, consistently neglect 
the matters which affect most vitally: (1) the creation and de¬ 
struction of wealth and life; or (2) the means of maintaining 
the national and international economics, in other words, the 
matters which affect most importantly the bases of taxes and 
the bases of comprehensive fiscal policy, as well as the founda¬ 
tions of general economic and social policy. In the broadest 
sense, fiscal policy in a one-world economy involves considera¬ 
tion of all of the important or controlling factors in that world. 
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HOW SHOULD CORPORATIONS BE TAXED? 

H. Christian Sonne 

Chairman, National Planning Association, and 
President, Amsinck, Sonne & Co. 

I AM GLAD to speak under the auspices of the Tax Insti¬ 
tute, where I have reason to hope that the subject of taxes 
and their payment will be as cheerful to the audience as to me. 
No other payment is made by citizens for which they receive 
such a handsome return. We have only to look at the un¬ 
developed countries where law and order are not maintained to 
see how difficult it is to do business without adequate trans¬ 
portation, insurance, and other services, which depend on police 
protection and the courts. 

It is these facilities which a mature state provides that enable 
the average citizen to concentrate undisturbed on his business 
and to increase his income by a far larger amount than the 
taxes he pays. 

At first sight the indirect taxes have many advantages in that 
they are easier to collect and less painful to extract. If you 
smoke a good cigar, you associate with it something pleasant 
and you are apt to treat lightly the fate that made it necessary 
to pay to the government an indirect tax of five cents for that 
pleasure. But gradually education has taught us that these in¬ 
direct taxes (customs duties, excise and sales taxes, etc.) are un¬ 
desirable because they lead to a higher price .structure, have in¬ 
flationary tendencies, hamper initiative, and restrict consump¬ 
tion, whose very stimulant is low prices. In 1940 an individual 
with an income of $2,500 paid a minimum of 10 per cent— 
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probably as much as 25 per cent—in indirect taxes. He paid 
these taxes at the same rates as are applicable to individuals 
in the higher brackets, at a time when it was generally recog¬ 
nized that taxes should be progressive both in equity and for 
the benefit of the economy as a whole in maintaining purchasing 
power. So society has been relying more and more on direct 
taxes, and this tendency is apt to increase. In England for in¬ 
stance, indirect taxation was 73 per cent of the whole in 1840; 
only 50 per cent of the whole in 1906; and now is much lower. 

As I just stated, in fixing direct taxes it is now generally 
agreed that the graduated progressive income taxes are the 
most desirable, partly because they are levied in proportion 
to the capacity to pay, but also from the standpoint of equity. 
It is a safe and orderly society that enables a man to enjoy a 
much larger income than he otherwise would. It is, therefore, 
only fair that his contribution to the running of government 
should be progressive, that is, the higher his income, ttye higher 
his contribution. 

Corporate Tax Partly Indirect 

I have been asked to deal with corporate taxes. The first 
question that may be asked is: Is the corporate tax one of the 
desirable direct taxes, or is it one of the undesirable indirect 
taxes? 

It is neither or both; that is, it is a mongrel. It is an indirect 
tax in so far as it is passed on to the consumer and this tends 
to raise the cost of goods and services and to keep real wages 
lower than they otherwise might be. From that angle it is un¬ 
desirable. It is a direct tax in so far as it is a tax on the stock¬ 
holder on his share of the profits of the corporation. (One 
must remember that a corporation is merely a form of doing 
business, and one cannot tax a piece of paper.) But, as a direct 
tax on the stockholder, it is an unfair tax because it imposes 
double taxation on dividend income without regard, to pro- 
grcssive rates. 
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A great deal of doubt has been expressed as to whether it 
really is so that the corporate tax tends to raise prices and to 
lower real wages. There is a consensus that, if it does, it is a 
bad tax. 

One side holds that the average business considers these 
taxes as a charge and therefore must hold wages down and add 
to the price so that it has a satisfactory net yield on its capital 
after taxes. The figures of many large corporations—for in¬ 
stance, chain stores—are used to show how their average profit 
on sales increased from 1939 to 1944, so that their total profit 
before taxes increased enough to have as much, if not more, 
net profit after taxes as they showed when the corporation tax 
was lower. 

The other side points out that the period in question was 
not a normal one; that a number of large corporations were 
making so much profit that they could well have afforded to 
lower the price and yet they did not do so; and doubt is ex¬ 
pressed whether, if corporation taxes were reduced, you would 
find a reduction in prices overnight. 

There is something to be said on both sides; but, in the 
main, those who maintain that prices and wages will not be 
affected by a reduction in corporate taxes forget the time ele¬ 
ment. They seem to be too impatient and want the reduction 
right away. When taxes are reduced, some farsighted businesses 
are apt quickly and voluntarily to reduce prices and increase 
wages. Others will in time be compelled to increase wages; 
and still others will in time be compelled to lower prices 
through the natural evolution of free competition. Unless 
monopolies exist, an industry cannot for any length of time 
make more than a normal profit without new competition 
coming into the field—and such new competition will in time 
force prices down to a level where the net return after taxes 
to stockholders falls in line with the general average. 

We must face the fact that it is management’s duty to try 
to make as much profit in the long run as circumstances per* 
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mit, which means, without putting prices and profits so high 
that they encourage new competition. 

What encourages new competition? Higher earnings and/or 
dividends than can be secured in other lines subject to similar 
risks. If the average investor can obtain, say, 4 per cent on a 
safe mortgage or bond, he would want more, say an average of 
6 per cent (in dividends plus accrued earnings) on a stock in a 
reasonably safe enterprise. 

If there are no corporate taxes, competition (with the help 
of new capital secured in the market) will be apt to appear 
when 6 per cent or more is made. With a 40 per cent corporate 
tax, competition will only set in seriously when profits before 
taxes are 10 per cent on capital. This extra approximately 4 
per cent earning on capital is paid by the consumer. We can, 
therefore, take it for granted that at any rate a very large per¬ 
centage of the corporate tax is, in effect, an undesirable indirect 
tax which in the long run will tend to increase prices and lower 
real wages. 

Theoretically, the whole corporate tax is, over the years, 
borne by the consumer, but, due to the element of time be¬ 
fore full competition sets in, a certain percentage may for some 
time fall directly on the stockholder, particularly in an un¬ 
successful business. 

Our conclusions, therefore, are that corporate taxes are in¬ 
direct taxes to a far larger extent than the public is aware of, 
and, in so far as they are indirect taxes, they are undesirable; in 
so far as they are direct taxes, they are unfair and hamper 
enterprise and initiative. 

Added to this, there are some other undesirable features: 
namely, that business judgment as to what is economically 
sound is distorted by tax considerations. 

Proposals for Reforming Corporate Income Taxes 

How can this problem be solved intelligently? A number of 
serious proposals have been forthcoming. All try to reduce 
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the burden of double taxation resulting from the corporate 
tax—most propose to accomplish it, in effect, by abolishing the 
corporate tax in some form; others by keeping the corporate 
tax but excluding a certain percentage of the dividend from 
the individual’s gross taxable income. 

Some members of the Business Committee of the National 
Planning Association, including Mr. Ruml and myself, propose 
abolition of all present corporate taxes but suggest a small 
franchise tax on corporations for the privilege of doing business 
in corporate form. The chief value of this privilege is that the 
stockholder can do business without running the risk, in case 
of failure, of losing all he owns. We fixed this franchise tax at 
5 per cent; but even a tax of 10 per cent might be justified. 
We suggest a tax equivalent to the normal rate on individuals, 
say, 16 per cent in our plan, on undistributed earnings. 

To meet the important stipulation that the corporate form 
should not be used to take advantage of unincorporated busi¬ 
ness and avoid payment of individual income taxes, I have, both 
for tax and social reasons, made the following proposal. Any 
part of earnings retained by a corporation in excess of 25 per 
cent or in excess of $50,000 (whichever is larger) should be 
subject to a very high surtax, for instance, 60 per cent; mean¬ 
ing altogether 16 per cent and 60 per cent, so that, for all 
practical purposes, a large business would have to pay out at 
least 75 per cent of its earnings while a small business would be 
helped by being able to add $50,000 to its surplus. 

The underlying idea of retaining part of the profits in a 
business is that it should be able to expand, in line with the 
growth of the country. If we permit a business to retain 25 
per cent of its earnings, we are, in my opinion, enabling suc¬ 
cessful business to follow the normal growth of the country, 
since it probably would be able to enlarge its capital on the 
average by about 214 per cent or 3 per cent per annum. 

Such was not necessarily the case in the old days, where the 
gross national product was increased not alone by improved 
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technology and a normal birthrate but also by large immigra¬ 
tion, which latter meanwhile has become an unimportant 
factor. We have, therefore, inherited a tradition of plowing 
back into our business a far larger share of our profit than the 
changed conditions call for. 

Unlike the old days, business now depends more and more 
on a new class of leadership, namely, “management”. The best 
management is apt to specialize and take a narrower point of 
view in its ambition to become the leader in its line. Hence 
the exaggerated desire to continue to plow profits back into 
the business even when not needed. This was at the root of a 
great deal of overexpansion in the twenties, and is at the root 
today of some of the difficulties that new business has in get¬ 
ting equity financing. 

The effect of my proposal would mean that capital for any 
expansion of existing big business over and above normal 
growth would have to be found by management through out¬ 
side sources, that is, from its stockholders or in the market. 
That is precisely what is best from the point of view of the 
economy as a whole. If an established, successful business sud¬ 
denly wants to develop to a greater extent than through normal 
growth, it is a healthy condition that management must go to 
the market to find the new capital. If the issuing house, whose 
business it is to compare all new ventures from the standpoint 
of safety and profit (which, in turn, means usefulness), will 
underwrite such an issue, then the management has proved its 
case. In the absence of this, it presumably is better all around 
that the expansion should not take place. 

A 5 per cent or 10 per cent franchise tax and a 16 per cent 
tax on undistributed earnings, coupled with a very high sur¬ 
tax of, for instance, 60 per cent on any earnings that are kept 
in a business in excess of 25 per cent or $50,000 (whichever is 
the larger) will have many advantages. 

First, it will do away with the undesirable features of the 
corporation tax, namely, those which we describe as indirect 
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taxes, that are apt to increase prices and lower real wages. 

Second , it will eliminate unfairness in that it will avoid 
double nonprogressive taxation and merely make a charge for 
the privilege of doing business in corporate form and charge a 
normal tax on reasonable reserves put back into the business. 

Third, through the fact that it will compel big business to 
pay out 75 per cent of its earnings, it will not give business in 
corporate form undue advantage over partnerships. 

Finally, it will stimulate enterprise in new business in gen¬ 
eral by putting a brake on the tradition of accumulating sur¬ 
plus, which might have been sound in the rapidly growing 
country of the past, but is unsound under today’s changed con¬ 
ditions. New business is most likely to get its capital from stock¬ 
holders who are in the habit of buying equities. If such stock¬ 
holders receive larger dividends, the market for new equities 
will be widened. 

Need of Rational Tax Policy 
It is high time that we formulate a well thought-out and con¬ 
sistent tax policy. Since taxes in this country until recently 
were far less important than in the older and more developed 
countries, there is some excuse for not really having had such 
a policy, which would have been highly desirable as far back 
as the First World War. With the end of this second war we 
are having to face a very large government debt, and probably 
also—temporarily at least—heavier peacetime military expend¬ 
itures, as well as the costs of social security. It is, therefore, 
not only desirable, but absolutely essential, that we develop a 
consistent tax policy. Such a policy must be based on economic 
principles and experiences. It should be lifted above party 
politics. It is up to Congress to decide on policies that require 
certain expenditures, and, once that is done, it becomes a 
matter of fiscal policy to meet the bill. Taxation is naturally 
an important part of fiscal policy which should be based on 
more fundamental considerations than political expediency. 
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A well-conceived tax that yields a large amount may be less 
harmful for enterprise than an ill-conceived tax that yields 
much less. 

Answering Specific Questions 
Should corporations be taxed as such? Or, should only the 
stockholders be taxed, and, if so, when? 

The answer is “yes,” but only through a franchise tax of 5 
per cent to 10 per cent and a normal tax of, say, 16 per cent 
on undistributed earnings coupled with a very high surtax 
of, say 60 per cent on any earnings retained in the business in 
excess of 25 per cent or $50,000 (whichever is the larger). 

The balance of taxes payable is to be met by stockholders 
out of dividends at their respective individual progressive rates 
when filing their regular income tax returns. 

Who bears the burden of the corporation tax? 

We have seen that in the long run it is the consumer who 
bears the burden of the corporation tax, because forceful new 
competition does not appear until capital has earned suf¬ 
ficient after taxes to tempt new (venture) capital to invest in 
competitive enterprise rather than in bonds and mortgages. 
During the period before the natural economic forces can get 
into play the stockholders bear their share of the burden. 

How does the corporation tax affect management policies? 

At the present high corporate rates the tax consequences of 
business transactions have become a dominating factor in busi¬ 
ness management and often outweigh economic desirability. 

A chain store finds that for business purposes it ought to 
move a store from one street corner to another. Since it bought 
its present property, real estate values have doubled. The value 
of its present store is $500,000, and for this it can establish it¬ 
self in the proper location. But—it cannot afford to make the 
switch because in selling the old premises there is a realized 
profit of $250,000 on which taxes have to be paid. As a result, 
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a move that would be economically sound and constructive is 
not carried out. 

A business needing new capital may greatly prefer equity 
financing, which is both safer and sounder because the return 
in the form of dividends is only payable as and when earned. 
Since fixed charges on bonds and other obligations are deduct¬ 
ible in computing taxable corporate income, whereas dividend 
payments are not, the tendency will be to sell bonds and other 
obligations instead of equities. This gradually leads to an un¬ 
healthy condition in the capital structure of the country. 

When it comes to dividend policy, management is often up 
against two conflicting interests, that of the little stockholder 
who is desirous of securing as high a dividend as possible and 
that of the large stockholder who is anxious to get as small a 
dividend as possible lest his personal income, including such 
dividends, put him into too high brackets. Such conflicting 
interests between various groups of stockholders make it diffi¬ 
cult for management to carry out a policy that is in the best 
interests of both the company and the public. 

I should like to make it clear that management does not 
keep an unrelenting eye on tax consequences, for the business 
of its sales department is to make as much as the traffic will 
bear, with due regard to future competition. It is in the larger 
questions, of which I have cited a few instances, that manage¬ 
ment’s judgment is often distorted by a tax consideration, and 
the greater the tax, the greater the distortion. 

How would elimination of the corporation tax affect the 
national economy ? 

Tax revenues should be so calculated as to balance the ex¬ 
penditures at some agreed level of high employment and pro¬ 
duction. Once set up, tax rates should be left undisturbed. 

On the basis of a national income of $160 billion, individual 
income taxes could be reduced by, perhaps, 20 per cent, and at 
the same time corporate taxes could be gradually eliminated. 
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The cost of eliminating corporate taxes is not as great as 
many think, because 

(1) the larger stockholders are apt to be in the higher brack¬ 
ets and therefore would pay a very large individual income tax 
on any additional dividends received; and 

(2) with the lower cost of goods and services that should re¬ 
sult from the elimination of the corporate tax as such, the 
average taxpayer will be better off, even if as a result the indi¬ 
vidual progressive income taxes were fixed at a higher rate 
than they otherwise might be. 

Nevertheless, until we get our national budget down to fig¬ 
ures that reflect a complete peace economy, it is unlikely that 
we can reduce individual income taxes and at the same time 
do away entirely with corporate taxes. We still have high mili¬ 
tary and other expenditures that must be met pending clarifi¬ 
cation of the international situation and the program of the 
United Nations. 

Is there any prospect of public acceptance of a plan which does 
not impose a substantial tax on the corporation as such? 

The answer is “no, not at present.” 

It may take a long time before the public will give up the 
privilege, which it thinks it has, of collecting so many billions 
from corporations, and comprehend that it, itself, actually is 
paying the bill. But that should not discourage us. 

Could we have obtained public acceptance of an individual 
federal income tax forty years ago? Yet all understand now that 
graduated income taxes are far less burdensome to the major¬ 
ity than the indirect taxes on which our federal government 
relied until 1913. In the same way, there will come a time— 
perhaps some decades from now—when labor, which now seems 
to be opposed to abolishing corporate taxes, will realize that it 
will benefit as much by substituting for corporate taxes progres¬ 
sive individual income taxes, as it undoubtedly has benefited 
by substituting—to a large extent—direct income taxes for 
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more of the indirect taxes. Nevertheless the fact that the public 
at the present moment is not ready to accept a plan which does 
not impose a substantial tax on corporations is one reason for 
going slow in urging a too drastic change. Another reason is 
that we must place matters in the order of their importance. 

The present individual income taxes are too high for a 
peacetime economy. When you apply rates that compel indi¬ 
viduals at certain not too high levels of income to pay prac¬ 
tically everything to the government, you discourage initiative, 
production and expansion. It can be done in wartime, when 
there is an underlying desire to cooperate for patriotic reasons; 
but, for a peacetime economy, the individual tax rates are too 
high to be economically sound. 

A cut of, say, 20 per cent in 1947, therefore, seems the most 
important immediate step. It is simple to understand and 
brings us to a basis which, though still high, is yet within 
reason. 

I should therefore favor such a reduction in individual tax 
rates as a first step to get away from a merely temporary war 
basis. I should meet the argument that reduction should be 
higher in the low brackets and lower in the high brackets in 
order to create the greatest amount of purchasing power by 
pointing out 

(1) that I am not aware that we are now in a period where 
lots of goods are lying ready and only awaiting purchasing 
power to be consumed—indeed, the indicator points the other 
way; and 

(2) that we should first get taxes down to a level that is 
within reason; then, if, when, and as more purchasing power 
is needed, we can further reduce taxes in the lower brackets. 

We should, however, definitely bear in mind as part of the 
program gradually to reduce corporation taxes as I have out¬ 
lined; and I should suggest that for 1947 they be reduced from 
the rate of 38 per cent to, say, 32 per cent. 

That may seem to you to be “climbing down” after all these 
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arguments, but bear in mind that our economy has become 
accustomed to the corporation tax and probably can stand it 
with less ill effect than the excessive individual rates which 
go so far that they may induce successful engineers, doctors, 
tailors, etc. to cease altogether rendering useful services during 
the latter part of a tax year when they have accumulated a cer¬ 
tain income above which practically everything goes out in 
taxes. 

A friend of mine who was a landowner in England had the 
water in his village analyzed. The analysis showed that it was 
very impure and that it was amazing that the villagers were 
as healthy as they seemed to be. A new first-class water system 
was installed. Result: all the villagers became seriously ill I 
Some months later the landowner visited the village and dis¬ 
covered that the inhabitants had gone back to drinking the 
water from the old wells and refused to touch the pure water. 
To his query “why?,” the answer was that the villagers only 
recovered from their indisposition when they stopped drinking 
the new water and resumed the use of the old with which 
they had lived and on which they had thrived for so many years. 

And so it may be with the corporation tax! It is wrong in 
principle; it is unhealthy; but our system has lived with it for 
so long that it may be wise to remove it only gradually over the 
years, until the country is ripe to thrive on a tax system that 
is properly purified. 
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SHOULD CORPORATIONS BE TAXED AS SUCH? 
Matthew Woll 

Second. Vice President, American Federation of Labor 

T O THE QUESTION we are discussing, “Should corpora¬ 
tions be taxed as such?”—my reply is an emphatic affirma¬ 
tive. Corporations have no right in equity to expect exemption 
from payment of their fair share of the taxes. 

Why Corporations Should Be Taxed 
Corporations are, after all, legal persons. As separate persons, 
distinguished from their shareholders, corporations enjoy many 
privileges and benefits. It is only most just and fair that the 
corporations should, in return, pay taxes in exchange for the 
many privileges they enjoy. 

Shareholders, who might benefit from the removal of cor¬ 
poration taxes, likewise have no just reason to expect such 
benefits. They benefit enormously from the institution of 
the corporation. Their liability is limited,—their facilities for 
profitmaking and operation are immensely expanded through 
the corporation. They have no right to expect that it should 
escape taxation. 

Furthermore, most shareholders bought their holdings on 
the basis of a tax structure as it now exists, including a sub¬ 
stantial tax on corporate profits. If corporation taxes were to 
be abolished, these stockowners would suddenly, and without 
any effort on their part, be the beneficiaries of a considerable 
increase in stock values. There is no basis in equity for giving 
them this windfall. 
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Impact of Corporation Taxes 

Some opponents of corporation taxation argue that it is dou¬ 
ble taxation; that it is unjust to tax profits when they are still 
undistributed, and then to tax them again when they are paid 
out as dividends to the individual stockholder. Now,—not only 
is taxation of corporations the taxation of a separate individual, 
but it is a legitimate charge upon the business for benefits 
conferred and privileges enjoyed. Whether or not the later 
taxation of stockholders under the personal income tax con¬ 
stitutes double taxation is a question. 

Some argue that the corporation tax constitutes double taxa¬ 
tion; others say that the elimination of the tax will result in 
lower prices and/or higher wages. This, in effect, is an ad¬ 
mission that corporations are now passing on the income tax 
to their customers in the form of higher prices, or as lower 
wages to their employees. If they are doing this, the double 
taxation argument has no validity, since corporate prpfits after 
taxes would be the same as they would have been without a 
corporation tax. 

Actually, of course, there is considerable difference among 
both businessmen and students of taxation, as to the impact of 
corporation taxes. However, organized labor has in the past 
supported the view that the net income tax is the most equi¬ 
table and economic tax, as applied to both individuals and 
corporations. These taxes, together with inheritance taxes, are 
correctly referred to as taxes which people are fortunate to 
pay, because they are applied only on the basis of ability to pay. 

Now between direct and indirect taxation, workers can make 
only one choice. If they were to believe that all taxes were 
shifted to the consumer, there would be no point in even con¬ 
sidering the type of taxes to levy. Workers do, however, under¬ 
stand that under our competitive enterprise system, the taxed 
producer who tries to shift his tax by raising the price of his 
products, may be soon forced back into line when underbid 
by untaxed competitors eager for business. Workers quite 
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naturally prefer, therefore, direct taxes on incomes of indi¬ 
viduals and corporations, because they apply directly to those 
making a net profit. 

Revenue Needs 

Our nation comes out of the war with a larger burden of 
debt than had ever before seemed possible. The only way to 
retire the debt honorably is to tax at a high enough rate to 
pay off our obligations. The taxation must be levied on the 
basis of ability to pay, and on that criterion, corporations must 
expect to bear their full share. 

Our state and local governments are faced with steadily rising 
costs and expanded demands for their services. These can no 
longer be paid for by taxation on real property, and those states 
and localities that depend solely upon real estate taxes are now 
in serious difficulties. 

It is not unreasonable to expect that a part of the burden 
of state and local government should be borne by corporations 
that do business within their boundaries. This state and local 
taxation should, of course, be at a considerably lower rate than 
the federal corporation taxes, but certainly should be at a level 
that permits the state and local governmental units to provide 
adequate services. 

I appreciate that there should be integration between vari¬ 
ous types of taxation. I know there should be integration of tax 
collections between various levels of government in fields where 
taxes now overlap. Perhaps it is possible to integrate the cor¬ 
poration tax and personal income tax more closely. Recognition 
of the need for changes in what may be termed the machinery 
of tax collection, however, should not blind us to the greater 
need for continued emphasis on considerations of tax equity 
and need for revenue. 

From the southern and western states, we have often heard 
the complaint that corporate enterprises are draining away 
their natural resources without returning an adequate share 
of the proceeds. Corporation taxes afford one means of re- 
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dressing that situation. They can help make it possible for the 
federal government to return, by means of supplemental aid, 
funds for health, education and welfare, to the areas whose 
wealth has been drawn upon. 

Complete removal of such corporation taxes would leave the 
southern and western states subject to the complete and merci¬ 
less exploitation of their resources, while northern capital 
would enjoy a veritable shareholders’ holiday, unjustly, unfairly 
and unworthily benefiting from the fruits of such vicious ex¬ 
ploitation. 

Maintenance of Purchasing Power 

Our system of enterprise depends in the last analysis upon 
the ability of the mass of the people to buy the products of 
industry. It is only when adequate purchasing power is wide¬ 
spread in the community, that enterprise prospers. 

An important goal of taxation must be the distribution of 
the tax burden, so as to fall least heavily upon those whose 
ability to buy goods will be most impaired by the need to pay 
taxes. 

In the present period, for example, when prices are rising 
at a greater rate than are wages and salaries, there is great 
danger that our postwar recovery will hit a sudden snag through 
a drastic reduction in effective purchasing power. Tax policy 
must help keep as much purchasing power in the hands of 
lower income earners as possible. Under these circumstances, 
if tax relief is to be granted at all, it should be to low income 
wage earners, and not to corporations. 

Those who advocate the abolition of taxation on corporations 
as such, argue that it will permit lower prices, higher wages, 
and greater dividends,—all of which, it is argued, will contribute 
to the health and prosperity of the economy and result in ade¬ 
quate tax revenues from noncorporate sources. 

I would suggest that lower costs, higher wages and higher 
profits,—are all much more dependent upon volume production 
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and technological and managerial improvement than they are 
on tax policy. 

Corporate Taxes and Corporate Reserves 

A few figures will illustrate what I mean. In 1939, all cor¬ 
porations in the United States earned a total of $5,460 million 
in profits before federal taxes. After federal taxes had been 
deducted, they had a total of $4,228 million—which was divided 
into $3,806 million for dividends, and $422 million for busi¬ 
ness savings. 

In 1943, the total profits, before federal taxes, amounted to 
$23,671 million. After taxes, this came to $9,842 million,— 
which was divided into $4,348 million for dividends, and 
$5,494 million for business savings. 

Thus, in spite of enormously greater taxation, corporations 
still managed to accumulate more than twice as much in profits 
after taxation in 1943, than they had in 1939. In spite of enor¬ 
mously high wartime taxes, they put away for corporate re¬ 
serves and expansion more money in 1943, than they had ac¬ 
cumulated in 1939 as profits before taxes. 

These figures, which I submit, prove conclusively that high 
taxation is no bar to the accumulation of high profits and high 
reserves for reinvestment. 

It is also interesting to note that while gross profits increased 
very much during the years of war preparation and actual war, 
the payment of dividends remained on pretty much the same 
level, with the increase going into corporation treasuries rather 
than into dividends. During the period 1940 through 1944, 
annual dividend payments fluctuated between $4,000 million 
and $4,500 million dollars, while business savings in the same 
years rose from $1,800 million dollars in 1940, to $4,800 million 
dollars in 1941; $4,441 million in 1942; $5,494 million in 1943; 
and $5,414 million in 1944. 

These figures do not suggest that stockholders will benefit 
to any great extent from savings to corporations, should all 
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corporation taxes be abolished. They do suggest that the savings 
would be more likely to be placed in corporate reserves. These 
reserves might often be used to cushion the shock of a long and 
drawn-out battle with the union that bargains for the enter¬ 
prises’ employees, or to absorb the effects of failure to use the 
latest technology. 

It cannot be said too often that the basis of low prices is 
high production. America’s genius at mass production has made 
a seeming paradox come true. It has long been the boast of 
our businessmen that they could pay higher wages and produce 
better goods at lower prices. 

Thus, it has not been true in the past that increases in wages 
have resulted in automatic increases in prices. On the contrary, 
while American wages are far above those of any other indus¬ 
trial nation, American products have declined in price over 
the years. 

What is true of wages is equally true of taxes as a factor in 
cost. Relatively high taxes, when spread over a large' mass pro¬ 
duction, need not add materially to the price of the product. 
When businessmen cry, as they have in the past year, that they 
cannot continue the traditional policy of ever lower prices 
with increased wages and a fair contribution to the operation 
of the local, state, and national community, they are either 
making a specious plea—or admitting that they have lost their 
faith in the American genius for mass production. 

I have shown—in the figures that I quoted above—that high 
corporate taxation need not be any barrier to the accumulation 
of reserves for reinvestment. There is no likelihood that peace¬ 
time corporate taxes will be at all as high as the wartime taxes, 
and the chances of accumulation of sufficient reserves, there¬ 
fore, seem as probable as they were in wartime. 

This is a problem, however, over which I refuse to lose 
much sleep. The ability of our economy to finance expansion 
and new investment is intact. If what is hurt by the continua¬ 
tion of corporation taxes is the ability of corporations to finance 
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their expansions out of their own funds, I say that there is no 
great loss. Internal financing will certainly tend to promote 
ever-greater concentration of power in the hands of a few cor¬ 
porations and of the men who manage them. Forcing them to 
go to the community to seek funds for expansion is one way of 
helping diversify control, and of making it possible for new 
enterprises to enter the field. 

Moreover, one of the largest loopholes in our income tax 
laws has been that which allows the individual to avoid taxes 
upon personal income when the corporation in which he owns 
stock reinvests its earnings instead of distributing them. This 
makes many in the top brackets of the income tax largely tax- 
free and enables them to get indefinitely rich for an indefinite 
period. Up to this time, however, I have heard no suggestion 
from those advocating repeal of corporation profits taxes that an 
individual’s equity in a corporation’s retained earnings should 
be taxed as income. 

Our economy has not suffered in the past forty years from 
any lack of capital for investment, and as long as we have the 
materials, machines, and manpower, will not so suffer in the fu¬ 
ture. It has suffered much more grievously from too great ac¬ 
cumulation of uninvested capital, which helped precipitate our 
recent depressions. Tax policies that encourage such accumula¬ 
tions are more likely to hasten a new depression, than to en¬ 
courage necessary expansion. 
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F ROM a purely theoretic or academic standpoint, the ar¬ 
guments for elimination of the corporate tax are imposing 
and impressive. First, it would remove double taxation; second, 
it would eliminate the present controversy between coopera¬ 
tives and other corporations; and, third, in the view of its pro¬ 
ponents, prices would be lower and consumers would benefit. 
From a practical standpoint, however, we are first of all con¬ 
fronted with the problem of how we would finance the federal 
government. Some of those who argue for elimination of the 
corporate tax contend that the portion of the corporate income 
now taken by the federal government would be paid out in 
dividends, much of which would fall in the upper income 
brackets and would, therefore, produce additional tax revenue. 

These are a few of the arguments of the proponents for the 
elimination of the corporate tax. But, if we were to agree that 
corporations should not be taxed, we would also have to agree 
how this was to be done. 

Inequitable Treatment of Corporate Earnings 
In examining the history of federal taxation we find that as 
early as 1909 Congress imposed an excise tax on corporations 
measured by income, and beginning March 1, 1913, Congress 
imposed an income tax at the rate of 1 per cent. Congress has 
continued to impose corporate income taxes at varying rates 
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ever since, up to a top during the war of 40 per cent, with 
slightly lower rates for corporations with net income of less 
than $50,000. This tax upon the corporation was not the only 
one imposed upon corporate earnings. In addition to the cor¬ 
porate tax the stockholder was required to pay a surtax upon 
dividends received from corporations up to 1936, when divi¬ 
dends were also made subject to normal tax. 

We hear a great deal about the elimination of double taxa¬ 
tion of corporate earnings. I feel that the proper term is the 
inequitable taxation of corporate earnings. But no matter what 
we call it, some remedy must be found to eliminate, or at least 
to alleviate, this discrimination. If we view the problem objec¬ 
tively it is hard to see how anyone familiar with the practical 
aspects of business can with certainty appraise the nature and 
extent of this inequitable tax. 

Business men will differ as to where the corporate tax falls. 
Most economists are staunch supporters of the theory that cor¬ 
porate taxes are not shifted or passed on. Mr. Voorhees of the 
U. S. Steel Corporation states that his corporation includes 
taxes as a cost of doing business. I don’t think that it can be 
disputed that experienced men who build costs take into ac¬ 
count the tax factor. In the early twenties economists and a 
British Royal Commission made an announcement to the 
effect that corporate taxes could not be and were not passed on. 
I wonder if the same conclusion would be reached today if 
such a study were made^The doubts are such that it appears 
to be unwise to devise a tax structure with a predominant 
notion that double taxation of corporate earnings must and 
can be entirely eliminated. Taxation, as it applies to corpora¬ 
tions and their stockholders, must in the end be the fairest ap¬ 
proximation of equity and fair dealings that can be reached 
and successfully applied. There should be a practical approach 
to the problem of the taxation of corporate earnings and divi¬ 
dends. It should be fully realized that the greatest problem in 
taxation is fair distribution of the burden thereof^ 



40 HOW SHOULD CORPORATIONS BE TAXED? 

At the present time individuals in the brackets above $5,000 
are bearing a terrific burden of taxation, fashioned upon steeply 
ascending progressive rates. In this class falls a host of indi¬ 
viduals who make outstanding contributions to industrial 
know-how and success, but who are in the main denied the 
opportunity of investment for the simple reason that they are 
too heavily taxed. On the other hand, those who acquired cor¬ 
porate investments in a happier period enjoy the increase in 
value of those investments through the accumulation and re¬ 
investment of corporate earnings. Perhaps taxpayers pretty gen¬ 
erally would be willing to endure double taxation in the prem¬ 
ises, if eventually both corporate and individual rates were 
reduced to bearable levels. This one thing is certain, there will 
be no fair system until rival groups cease playing a game of 
shuttlecock to thrust their tax burden upon the other fellow. 

Proposed Methods of Taxing Corporate Earnings 

Now what about an ideal or permanent solution of the prob¬ 
lem of taxing corporate earnings, if and when such a solution 
can be devised, in view of the probability of ever-shifting indus¬ 
trial and business organizations and inevitable transitions in our 
economy. There have been many plans proposed, and the prin¬ 
cipal ones will now be mentioned and considered. 

Repeal of the Corporate Income Tax 

This plan has a serious defect in that it affords an opportunity 
to pile up profits in the corporation and avoid any tax what¬ 
soever on the profits until distribution. It would undoubtedly, 
for this reason, stimulate the incorporation of all business. 

It would permit investors in corporate stocks eventually to 
sell them and pay only a capital gains tax on accumulated profits 
realized. Furthermore, it is well known that assets earning large 
increments of earned corporate profit can be passed from one 
generation to another without even the payment of the capital 
gains tax. It is possible under existing estate and gift tax pro- 
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visions to leapfrog a generation or two. Of course the capital 
gains provisions could conceivably be amended to eliminate 
these advantages, but in many situations there would be post¬ 
ponement of the tax to deal with. It is hard to appraise the 
specific harmful economic results from putting a premium in 
the form of tax-savings upon the concentration of reinvested 
earnings by withholding taxation at the corporate level. But it 
is not difficult to imagine some general repercussions in our 
society that would be produced by such a development. 

Such a plan would necessitate the levying of more and bur¬ 
densome taxes upon other sources of income, particularly upon 
individual earnings. 

Placing a penalty tax on undistributed earnings has not 
proven to be, and never will prove to be a satisfactory method 
of forcing out corporate earnings in the form of dividends so 
that they may be taxed to the individuals 

After all, a corporation, while a fictional concept, is recog¬ 
nized as an entity, and carries many advantages in business 
operations. It is a reservoir in which is initially gathered a very 
large portion of the national income. In 1941, there were 264,- 
628 corporations that reported a total net income of $18.1 
billion and 204,278 that reported a net loss of $1.7 billion. 
At this level it is convenient and realistic for Congress to im¬ 
pose a toll; not, however, the complete exaction in respect of 
corporate earnings, but a portion of it. A corporation has a 
definite identity, and a real taxpaying capacity that is separate 
and distinct from its stockholders. 

It will be remembered that in 1936 the Treasury recom¬ 
mended, and the House passed, a measure repealing the cor¬ 
porate income tax, and substituted a tax applying only to un¬ 
distributed profits. When the bill finally passed, it provided 
both a corporate income tax and an undistributed profits tax, 
and made dividends subject to the individual normal tax as 
well as to the surtax. This plan proved very unpopular and 
came to an end in 1939. 
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Taxation of a Corporation in the Same Manner as a Partnership 

This plan partially proceeds upon a false assumption that 
the constructive receipt of earnings by a corporation is the 
equivalent of an actual pro rata receipt of those earnings by 
the stockholders. It does not take sufficiently into account the 
fact that while the stockholders have a beneficial interest in 
the retained earnings, the distribution or retention of the 
same is an act of managerial judgment. The dividend policy is 
determined by its board of directors. The corporate earnings 
do not measure the taxpaying capacity of the stockholders. 
Under this proposed plan, there would be allocated to each 
stockholder his proportionate share of the corporate earnings, 
for the taxable year, whether or not distributed to him. He 
would then include such share in his gross income, and pay 
personal income taxes on it. 

We are here met with many major difficulties. The individual 
taxpayer may not have sufficient funds with which, to pay his 
personal income tax on that part of the corporate earnings 
which has not been distributed. It might come about that if 
no cash dividends were paid, many a stockholder would be hard 
put to pay his income taxes. He might have no alternative but 
to sell some of his stock in order to pay a tax on income that he 
never actually received, or never would receive. Another dif¬ 
ficulty would be in the administration of this law. Consider 
the result where a change was made in the corporate return. 
This would necessitate the amendment of each stockholder’s 
return. Consider, also, the problem of the stockholders that 
sold their stock during the taxable year. 

If the predicament of distressed stockholders were consid¬ 
ered a matter of paramount consideration, a fairly complete 
distribution of corporate earnings would result, which might 
nullify the attempts of management to operate the business in 
a manner most conducive to the best business results. The pres¬ 
sure thus exerted by the stockholders upon management to 
declare dividends would force the financing of expansion from 
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outside sources rather than from reasonable accumulation of 
surplus earnings. 

Optional taxation of small corporations in the same manner 
as partnerships seems to be receiving favorable attention by 
some tax authorities, and it may be said that it has something 
to recommend it. But the difficulty of classifying corpora¬ 
tions as “small” and “large” and administrative troubles are 
yet to be satisfactorily worked out. 

Relieving Stockholders of All Taxes on Corporate Dividends 

If needed revenues were to be obtained this plan would 
necessarily involve destructively high corporate rates. 

If a very high rate were not imposed, the public would not 
accept a total exemption of corporate dividends. 

The rate selected would undoubtedly operate as a detriment 
to the small stockholders, in view of the accepted principle of 
graduation of rates based on ability to pay. 

Adoption of the British System for Taxing Corporate Profits 

Under the system in force in England the tax paid by the 
corporation is considered as having been paid on behalf of the 
stockholders. A British stockholder in computing his tax liabil¬ 
ity includes in his income not only the net amount of the divi¬ 
dends distributed to him, but also the tax paid on his behalf by 
the corporation. There the corporate rate is 50 per cent (as is 
also the starting individual rate) and the stockholder reports 
$2.00 for each $1.00 of dividends that he receives. The stock¬ 
holder then is allowed to deduct from his tax the amount of 
the tax paid on the dividends by the corporation. This system 
in its workings results in a great many refund claims. 

Substituting a 38 per cent corporate rate, if the corporate 
profits were $100.00 and a $62.00 dividend declared as a cash 
dividend, the stockholder would include $100.00 in his gross 
income, and be allowed a tax credit of $38.00. 

This system has long been used in Great Britain, and seems 
to have worked satisfactorily for the British. It must be remem- 
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bered that the individual normal tax rate and the corporate 
rate are both 50 per cent. 

But even an individual starting rate of 38 per cent in this 
country would be too high. Probably a starting rate of 20 per 
cent, to compare with a similar corporate rate, would be as 
high as would prove acceptable. It is fairly demonstrable that 
the British system would produce so many inequities and ad¬ 
ministrative difficulties, including tax refunds, in this country, 
that its adoption is highly improbable. 

If such a plan were adopted in this country, and you assume 
complete distribution, it would entirely eliminate the corporate 
tax except on that portion of the income paid to exempt 
institutions. 

Permitting Corporations in Computing Income Tax to Deduct 
Dividends Paid 

This would eliminate the corporate tax if we assume com¬ 
plete distribution of earnings. But it would amount to an 
undistributed profits tax for those corporations not distributing 
their entire earnings. This would impose hardships on a great 
many small corporations that would be required to retain their 
earnings for growth purposes. 

Exemption of Dividends Received by Individuals from Tax at 
the Basic Rate for the Combined Normal and Surtax in Lowest 
Bracket 

This would not entirely eliminate the corporate tax upon 
that part of the income distributed under present rates, but it 
would alleviate some of the present inequities. The method 
by which this could be accomplished could be by deducting 
from the tax computed upon the individual’s entire income 
plus dividends, the combined normal and surtax starting rate 
times the amount of dividends, or by eliminating dividends 
from the starting rates such as was in effect prior to 1936. Under 
the first method and at the present rates the credit would be 
19 per cent of the dividends received and reported, but if this 
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credit exceeded the total tax computed, no refund would be 
allowed. Under this method there are other adjustments that 
would have to be made but they are not insurmountable. 

Conclusions 

I have come, therefore, to the following conclusions: 

1. We should not eliminate the corporate tax. 

2. We should not permit corporations to deduct dividends in com¬ 
puting net income for income tax purposes. 

3. We should not adopt the system in effect in Great Britain at this 
time, but if the corporate rate and the starting rate or rates for in¬ 
dividuals are brought closer together this system or some modification of 
it should be adopted. 

4. Politically Congress will not eliminate the corporate tax, but 
Congress must provide some relief from the present inequitable tax 
on corporate earnings. 

5. The best we can hope for in the immediate future is the exemption 
of dividends from the combined normal and surtax starting rates. 
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C RITICISMS of the present corporate income tax and sug¬ 
gestions for its revision center largely around the so-called 
“double taxation’* of distributed corporate profits. Corpora¬ 
tions now pay a tax on their profits, and stockholders pay a 
personal income tax on dividends received. Most plans for 
reform of the present method of taxing corporations are in¬ 
tended to reduce or eliminate this so-called “double taxation” 
of distributed profits. * 

Nature of the Problem of “Double Taxation” of 
Corporate Profits 

For a number of reasons I believe that the use of the term 
“double taxation” is unfortunate. In the first place, the emo¬ 
tional content of the words “double taxation” is enough to con¬ 
demn the present system in the minds of most people without 
further hearing. It may be that the present method of taxing 
corporate profits should be fundamentally revised, but the is¬ 
sue should be argued out fully and carefully and not decided on 
the basis of colorful phrases. In the second place, the real prob¬ 
lem seems to me not to be “double taxation” in the sense of 
simultaneous imposition of two taxes but how the taxation of 
corporate profits and stockholders compares with taxation of 
other kinds of income and other income recipients. 

* Opinions expressed are personal views and do not necessarily reflect the 
official views of the Treasury Department. This paper is based largely on my 
study entitled The Postwar Corporation Tax Structure, released by the Treasury 
Department, Division of Tax Research, December 6, 1946. 
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Under the present system, th e corporate tax strikes profits 
distribut ed to stockholders not subject to individual income 
tax, either because of low-in come or tax-exempt status, al¬ 
though other income going t o the same inc ome re ci pie nts is not 
taxed. In this case dividends are taxed more heavily than other 
kinds of income even though there is no double taxation in the 
literal sense. On the other hand, profits retained in corpora¬ 
tions controlled by high-income stockholders may bear a smaller 
current tax than other income under the control of the same 
individuals. 

It seems to me that discussion would be advanced by substi¬ 
tuting for “double taxation” such colorless terms as “relative 
overtaxation” or “relative undertaxation.” Instead of talking 
about removal of “double taxation,” it seems better to speak 
of equalizing taxes on corporate profits and other kinds of in¬ 
come. Whether one finds a specific proposal acceptable may well 
depend on whether one is more concerned with eliminating 
“double taxation” in the literal sense or with equalizing taxes 
on different kinds of income. 

Several charges have been brought against the present so- 
called “double taxation” of corporate profits or, as I should 
prefer to say, the present relative overtaxation of corporate 
profits. The first charge is that the present system is inequitable. 
The first principle of equity in taxation is often held to be to 
tax all natural persons with the same income at the same 
rate. By thi^s standard it is indeed true that stockholders are 
often overtaxed. At other times, however, many stockholders 
are at least temporarily undertaxed. The rule of equal taxation 
of equal incomes is subject to modification in accordance with 
the principle of reasonable classification. 

It may be argued in support of the present system that differ¬ 
ences in taxation of stockholders and other income recipients 
are a reasonable reflection of genuine differences between stock¬ 
holders and others. Within the limits of this paper, I cannot 
pretend to dispose of this issue. A complete discussion of it 
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would, in my opinion, require a thoroughgoing analysis of the 
corporate income tax and its far-reaching effects on the dis¬ 
tribution of income and wealth, on consumption and saving, 
on incentives and investment, and on employment and na¬ 
tional income. 

A second charge against the present corporate tax system is 
that it reduces the incentive to invest and thus reduces national 
income or slows its growth. In large part, I believe, this criti¬ 
cism is actually a complaint against income taxes in general 
rather than against the corporate income tax in particular. If, 
however, corporate profits are taxed more heavily than other 
kinds of income, the corporate tax may be especially harmful 
to investment. 

In connection with investment incentives it should be noted 
that the present ‘‘double taxation” or “relative overtaxation” 
of distributed corporate profits is greatest in the case of low- 
income stockholders and least in the case of high-income stock¬ 
holders. This is true because the progressive rates of the indi¬ 
vidual income tax partly offset the effect of the corporate tax on 
the distributed part of profits. In the case of profits distributed 
to high-income stockholders who are subject to high individual 
tax rates, the tax collector would get a much bigger cut at the 
individual level if he did not get so much at the corporate 
level. For example, only 30 cents out of each dollar of the cor¬ 
porate tax on profits distributed to a stockholder subject to a 
70 per cent marginal individual rate is net revenue to the 
Treasury or net additional tax on the stockholder’s equity. 
But, 81 cents out of each dollar of corporate tax is net addi¬ 
tional tax in the case of profits distributed to a stockholder 
subject to only a 19 per cent individual rate. 

Two other charges against the present method of taxing 
corporations, which seem to me somewhat less important than 
those already mentioned, also stem from the present so-called 
“double taxation” or “relative overtaxation” of distributed 
profits. The present tax system is held to favor debt financing 
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as compared with equity financing and to discourage the cor¬ 
porate form of doing business. 

I shall not attempt to evaluate these charges nor even to 
state the counterarguments in favor of the present corporate 
tax. I do want to say that I think that none of the arguments on 
either side can be accepted uncritically and that, in my opinion, 
a great deal more analysis needs to be done on the questions 
raised. For present purposes it is enough to point out that the 
validity of the case against the present corporate tax depends 
in large measure on the actual extent of “double taxation” or 
“relative overtaxation” of corporate profits as compared with 
other kinds of income. 

The present relative overtaxation of corporate profits is 
neither so extensive nor so heavy as might be supposed on the 
basis of superficial examination. Unfortunately, however, it 
does not seem possible at the present stage of economic analysis 
to set definite limits to the actual extent of existing relative 
overtaxation of corporate profits. This is true mainly because 
we do not know with any degree of certainty who actually pays 
the present corporate tax. If the tax is passed forward to con¬ 
sumers in the form of higher prices or backward to workers in 
the form of lower wages, as many believe, stockholders may 
not be taxed more heavily than other income recipients. To 
the extent that the corporate tax is shifted forward in higher 
prices, it is no more a “double tax” on stockholders than, say, 
the excises on alcoholic beverages are double taxes on stock¬ 
holders in distilleries, breweries, and wineries. If, and to the 
extent that, the corporate tax is shifted, it becomes in effect a 
broad consumption tax and must be so appraised. 

Economic and business opinion is divided on the critical 
issue of shifting. Indeed, the division of opinion goes so deep 
that sometimes the same individual or group advances argu¬ 
ments that seem conflicting because of inconsistent treatment 
of the subject of incidence. Without going fully into the sub¬ 
ject, I wish only to raise the question of shifting of the cor- 
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porate tax as a possible limitation on the validity of the criti¬ 
cisms against the tax and as a point that may be pertinent to 
the appraisal of the various proposals for modifying the present 
system. 

Even if the corporate tax is not shifted to commodity prices or 
wages, present stockholders may in many cases largely escape 
the tax. The basis for this assertion is the familiar theory of 
tax capitalization and amortization. If present stockholders 
bought their shares with the expectation that the corporate tax 
would continue, they probably took the tax into account in 
deciding how much to pay for stocks. Probably stock prices de¬ 
creased or did not rise as much as they otherwise would have. 
Present stockholders in many cases may have bought their 
shares at prices and yields that at least in part discounted the 
tax. To the extent that they did so, the corporate tax was trans¬ 
formed into a one-time levy on the previous owners of stock, 
and its unexpected repeal or reduction would giye present 
stockholders windfall gains. It is, of course, impossible to ap¬ 
praise this possibility in quantitative terms. 

Furthermore, the effect of the corporate tax has probably 
not been confined to stock prices but probably has spread to all 
kinds of earning assets. As stocks became a less attractive in¬ 
vestment after imposition or increase of the corporate tax, some 
potential investors probably attempted to shift to bonds and 
other assets. The result was doubtless that the prices of bonds 
and other assets were bid up to some extent, while the fall of 
the price of stocks was somewhat cushioned. If this happened, 
the corporate tax was the cause of a general decrease in yields 
of all kinds of earning assets rather than merely a tax on the 
yield of stocks. 

Problems in Shifting to a New Method of Taxing 
Corporate Profits 

One important problem in shifting to a new method of tax¬ 
ing corporate profits would be to prevent or to minimize tax 
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postponement and avoidance on the part of stockholders. Few 
critics would suggest outright repeal of the corporate tax with¬ 
out any other change. Such action would open the way for 
stockholders to escape or postpone personal taxes on their part 
of undistributed corporate profits. With present low tax rates 
on long-term capital gains, the opportunities for tax avoidance 
would be especially tempting. If corporate savings were exempt 
from taxation, other savings could not in fairness be taxed. 
But exemption of savings would transform the income tax into 
a spendings tax, which would be a drastic remedy for any ex¬ 
isting “double taxation” or relative overtaxation of distributed 
corporate profits. Consequently, most suggestions for revision 
of the corporate tax contemplate keeping a tax on retained cor¬ 
porate profits while decreasing present taxes on distributed 
profits. 

Another transitional problem in adoption of a new method 
of taxing corporate profits would be to minimize possible wind¬ 
fall gains to present stockholders. If a new tax system resulted in 
lower taxes on corporate profits than the securities markets had 
generally anticipated, windfall gains could not be wholly 
avoided. If it is true that the effect of the corporate tax has 
spread to the prices and yields of all kinds of assets, windfall 
gains for stockholders would be accompanied by windfall 
losses for owners of bonds, real estate, and perhaps other earn¬ 
ing assets. While such windfall gains and losses could not be 
wholly avoided, their impact might be softened and their sec¬ 
ondary effects lessened by spreading the tax adjustment over a 
period of years. 

Approaches to Equalization of Taxes on Corporate 
Profits and Other Kinds of Income 

Partnership Approach 

The partnership approach carries to its logical conclusion 
the view that there is no genuine distinction between corpora¬ 
tions and their stockholders, which is implicit in many criticisms 
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of the present corporate tax. The partnership approach would 
eliminate the corporate income tax and would tax stockholders 
on their proportionate part of corporate profits when earned 
whether the profits were distributed or retained by the cor¬ 
poration. Presumably, stockholders would also be allowed to 
take account of their proportionate part of corporate losses. 
The partnership approach would completely eliminate any 
“double taxation” of corporate profits and would completely 
equalize taxation of corporate profits and other kinds of in¬ 
come. No stockholder’s personal tax liabilities would ever be 
affected by the dividend policy of the corporation. In this re¬ 
spect, the partnership approach is an ideal system against 
which other proposals for equalizing taxes on corporate profits 
and other income must be measured. 

But from a practical point of view it seems very doubtful 
that the partnership approach would be an “ideal” system. It 
seems extremely doubtful that the partnership technique could 
be successfully applied to big corporations with many stock¬ 
holders and complicated capital structures. Aside from the 
work required to allocate earnings among thousands or hun¬ 
dreds of thousands of stockholders, the partnership method 
would involve the almost insoluble problem of distributing 
profits according to the different kinds of claims represented 
by a hierarchy of securities. 

I am not prepared to say whether the partnership method 
would be feasible and appropriate for small corporations. It 
does seem to me, however, that as a general method the part¬ 
nership approach must be regarded as an ideal to be approxi¬ 
mated rather than a goal to be reached. I hasten to say that it is 
an "ideal” only in the sense of equalizing taxes on corporate 
profits and other kinds of income. Saying that a corporation is 
nothing more than a sophisticated partnership does not make 
it so. Personally, I want to leave open the question whether 
elimination of special taxes on corporate profits is desirable in 
the light of all relevant equity and economic considerations. 
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Adjustment at the Corporate Level 

Another approach that has been suggested to the equaliza¬ 
tion of taxes on corporate profits and other kinds of incomes is 
to grant corporations a tax credit when they pay dividends or to 
exclude all or part of dividends paid from taxable corporate 
income. Stockholders would pay the usual personal taxes on 
dividends when received. This approach would continue a cor¬ 
porate tax on retained profits but would reduce or eliminate 
the corporate tax on distributed profits. The corporate tax on 
retained profits would be intended to minimize possibilities for 
stockholder tax postponement or avoidance, but it would rela¬ 
tively overtax the part of retained profits allocable to low- 
income stockholders. If a full tax credit or exclusion were al¬ 
lowed corporations for dividends paid, this system would ap¬ 
proach the partnership ideal as closely as any other leading 
proposal. 

The dividends-paid-credit approach could practically elimi¬ 
nate the present premium on debt financing and the present 
tax discrimination against the corporate form of doing busi¬ 
ness. The approach would also lower any tax barriers that may 
now exist to corporate investment. It would be well calculated 
to counteract any tendency of corporations to shift their taxes 
to consumers and wage earners. 

Another characteristic of the dividends-paid-credit approach 
may be considered either an advantage or a disadvantage de¬ 
pending on one’s point of view. This approach would probably 
stimulate corporations to pay larger dividends. Management 
and stockholders would see that taxes could be lowered by in¬ 
creasing dividends. Some observers fear that a tax inducement 
to distribution of profits might lead corporations to deprive 
themselves of needed funds and so reduce investment. Others 
believe that investment is better allocated if submitted to the 
test of the capital market than if financed by retained earnings. 
This is another issue that is too broad to be disposed of within 
the limits of this paper. Perhaps I should emphasize, however, 
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that, while a tax credit for dividends paid might induce some 
corporate managements to be imprudent, it would never force 
them to be so. A corporation could retain as much profits under 
a dividends-paid-credit plan as under any other plan that im¬ 
posed a similar tax rate on retained profits. Moreover, it would 
be possible under the dividends-paid-credit approach to recog¬ 
nize the special capital-raising problems of small corporations 
by treating a limited amount of profits as if distributed even 
though retained. 

Administration of the dividends-paid-credit approach would 
be rather simple, since all adjustments would be made at the 
corporate level. 

Adjustment at the Individual Level 

i. Withholding approach. The withholding approach would 
consider all or part of the corporate tax as a withholding tax 
or an advance payment on the liabilities of stockholders. Cor¬ 
porations would continue to pay a tax on both distributed and 
undistributed profits, but dividend recipients would be allowed 
to take credit tor the tax paid by the corporation on their share 
of distributed profits. Dividend recipients would include in 
their taxable income cash received plus withholding tax but 
would get credit for the withholding tax. If the amount with¬ 
held by the corporation exceeded the stockholder’s personal 
tax liability, he would get a refund from the Treasury. This 
system, which is used in Great Britain, would be somewhat 
similar to the present method of withholding on salaries and 
wages. 

The withholding approach would be closely similar to the 
dividends-paid-credit approach except for making the tax ad¬ 
justment at the individual rather than the corporate level. Both 
approaches could completely equalize taxes on distributed cor¬ 
porate profits and other forms of income. Taxes could be en¬ 
tirely eliminated on dividends going to nontaxable stockhold¬ 
ers and the same tax imposed on other dividends as on interest 
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and other kinds of income. Both approaches would continue a 
tax on retained corporate profits in order to reduce individual 
tax postponement or avoidance. 

The withholding approach could reduce or practically elimi¬ 
nate the tax discrimination against equity financing and against 
the corporate form of organization. In the long run it might 
counteract any tendency for the corporate tax to raise prices 
and lower wages, but in the short run the withholding approach 
would be less likely to eliminate the tax as a factor in price 
and wage decisions than would a tax adjustment at the corpo¬ 
rate level. 

If corporate officials and stockholders acted quite rationally, 
the withholding approach should have the same effect on divi¬ 
dend policy as the dividends-paid-credit approach. In both 
cases stockholders could gain the advantages of the plan only if 
profits were distributed. Perfectly rational stockholders would 
bring as much pressure on management to distribute profits 
under one plan as under the other. It must be admitted, how¬ 
ever, that, given present management and stockholder psy¬ 
chology, the withholding approach would probably be a less 
powerful stimulus to increased dividends than a dividends- 
paid-credit plan. 

A withholding system would raise some rather troublesome 
administrative problems, but probably no insuperable ones. 
For example, it would be necessary to trace dividends back to 
the corporate income from which paid in order to determine 
how much tax credit for withholding to allow stockholders. It 
would also be necessary to grant every dividend recipient a 
proper tax credit and in many cases to make refunds for over¬ 
withholding. 

2. Dividends-received-credit approach. Another possible ap¬ 
proach at the individual level would be to exempt dividends 
from a part of the individual income tax. Usually this approach 
contemplates exemption of dividends from the first bracket of 
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the individual income tax, which would be equal to the cor¬ 
porate tax rate. But equality of the corporate rate and the in¬ 
dividual first-bracket rate is not a necessary feature of the 
approach. 

The dividends-received-credit approach could eliminate 
“double taxation” in the literal sense by making sure that divi¬ 
dends never bore two taxes. But this approach could not elimi¬ 
nate relative overtaxation of distributed corporate profits. It 
could not approximate the partnership ideal so closely as the 
dividends-paid-credit approach or the withholding approach. 
The dividends-received-credit approach would grant no relief to 
stockholders not subject to the individual income tax. While 
these stockholders are not doubly taxed in the literal sense, 
they are overtaxed on dividends as compared with other kinds 
of income. 

Nor would the dividends-received-credit approach equalize 
taxation of corporate profits and other kinds of income going to 
high-income stockholders. This approach would, in effect, con¬ 
sider the tax paid by the corporation as a payment on the tax 
liability of stockholders. But unlike the withholding approach, 
it would not require stockholders to include in their taxable 
income the tax paid on their behalf by the corporation. This 
would benefit high-income stockholders subject to high surtax 
rates more than low-income stockholders subject to low surtax 
rates. Although the dividends-received-credit approach could 
eliminate “double taxation” in the narrow sense and reduce the 
tax load on corporate profits, it could not so nearly equalize taxa¬ 
tion of corporate profits and other kinds of income as could the 
dividends-paid-credit approach and the withholding approach. 

It ought to be recognized that the dividends-received-credit 
approach would in effect introduce a new scale of graduated tax 
rates for distributed corporate profits. This new scale would 
start higher than the rate on other income but would end 
lower than the rate on other income. This may be a defensible 
rate scale, but its merits are not obvious; they would have to be 
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established explicitly, in fair competition with the claims of 
other possible schedules. 1 

The dividends-received-credit approach could reduce, but not 
wholly eliminate, tax discrimination against equity financing 
and against the corporate form of doing business. This ap¬ 
proach would be simple to administer. 

3. Dividend-exclusion approach. Another approach would 
be to allow stockholders to exclude a part of dividends received 
from their taxable incomes. This approach would reduce taxes 
on corporate profits, but it could not equalize the taxation of 
corporate profits and other kinds of income. The tax value of 
the exclusion of dividends would equal the present relative 
overtaxation of dividend income only by coincidence and then 
only for one taxable income bracket. All other stockholders 
would get either a smaller or a larger benefit. Nontaxable 
stockholders would get no benefit at all. 

It is clear that the tax value of the dividend exclusion 
would vary directly with the surtax rate applicable to the stock¬ 
holder’s dividend income. Thus, high-income stockholders 
would benefit substantially from the dividend-exclusion ap¬ 
proach while low-income stockholders would benefit much less, 
or not at all. The allocation of tax reductions among different 
stockholders under the dividend-exclusion approach would not 
approximate the present overtaxation of distributed corporate 
profits as measured against the “ideal” standard of the partner- 

ilf, as is usually suggested, the corporate tax rate and the individual first- 
bracket rate were equal, the combined corporate and individual taxes on dis¬ 
tributed profits would be lower than the rate on other kinds of income for all 
stockholders subject to more than the first-bracket individual rate. In such 
cases, the combined taxes would be less than the individual tax alone that would 
apply if there were no corporate tax and dividends were subject only to regular 
individual rates. Suppose, for example, the corporate tax and the first-bracket 
individual rate were both 20 per cent and that Stockholder A were subject to a 
50 per cent individual rate, made up of the 20 per cent first-bracket rate and 
30 per cent higher bracket rates. On $1.00 of profits a corporation would pay 
20 cents in tax; on the remaining 80 cents of cash dividends, A would pay 24 
cents in tax; the combined corporate and individual taxes would be 44 cents. 
Yet, if there had been no corporate tax, A would have paid 50 cents in individual 
tax on $1.00 of dividend income. 
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ship approach. Like the dividends-received-credit approach, the 
dividend-exclusion approach would in effect provide a new 
scale of graduated rates for distributed profits—a scale beginning 
relatively high and ending relatively low. 

Conclusions 

The problem of corporate tax reform is complicated by un¬ 
certainty as to the real effects of the present system, but the dis¬ 
cussion has been enriched by the number of different plans 
suggested. Among the main approaches, only the partnership 
approach could completely equalize taxation of corporate profits 
and other kinds of income. But both the dividends-paid-credit 
approach and the withholding approach could equalize taxes 
on distributed profits and other income, while continuing a 
corporate tax on retained profits. The dividends-received-credit 
approach and the dividend-exclusion approach could reduce 
taxes on distributed profits but could not equalize taxes on this 
and other kinds of income. 

While the problem of relative overtaxation of corporate 
profits is at the root of most criticisms against the corporate 
tax, the objective of equalizing taxes on corporate profits and 
other kinds of income is not the only factor to be considered 
in designing the postwar corporation tax structure. One con¬ 
trolling condition is revenue adequacy. Moreover, possible 
economic gains from remodeling the present structure can be 
appraised only by comparing the effects of the present corporate 
tax on consumption, investment, and national income with the 
effects of other taxes, which would have to be higher than 
would otherwise be necessary if the tax on corporate profits 
were lower. 
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OPTIONAL PARTNERSHIP TREATMENT OF 
CORPORATE EARNINGS 

Howard R. Bowen 

Economist, Irving Trust Company 

A DOPTION of the partnership method of taxing corporate 
earnings would be one promising line of attack on our 
problems of business taxation. It would lessen certain serious 
inequities in our present tax system; it would take us some dis¬ 
tance along the road toward eliminating the so-called double 
taxation of corporate earnings; and it would lighten the burden 
of our tax system upon smaller corporations. 

My endorsement of the optional partnership treatment of 
corporate earnings is subject to the following qualifications, 
however. 

First, the partnership treatment of corporate income should 
be optional with the taxpayer—not mandatory. 

Second, the application of this measure would be narrowly 
restricted. The number of businesses which could take advan¬ 
tage of it would be relatively limited, though probably not so 
limited as some would argue. Therefore, the partnership option 
should be regarded not as a basic solution of the double tax 
problem but rather as one among several solutions that might 
be employed simultaneously. 

Third, the technical and administrative problems involved 
are formidable, but I think not insurmountable. Surely, any 
legislation on the partnership option should be drawn only 
after careful study and should contain adequate safeguards 

6l 
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against possible abuses. So far as I know, the job of making 
an exhaustive analysis of the technical and administrative 
problems remains to be done. 

The partnership option would be desirable; first, on grounds 
of equity; second, as a useful step toward the solution of the 
double tax problem; and, third, as a practicable and legitimate 
aid to smaller corporations. 

Equity Considerations 

As is well known, corporate and noncorporate businesses are 
treated differently under the present federal tax system. The 
income of corporations is taxed at rates ranging from 21 to 38 
per cent. Dividends paid are regarded as part of the taxable 
income of the individual recipients and are levied upon under 
the individual income tax. On the other hand, proprietorships 
and partnerships are not taxed as business enterprises; rather, 
their entire income is allocated to the individual owners and 
taxed as part of their personal income. 

Under this dual system, two enterprises that are alike in all 
respects—except in legal form of organization—may be subject 
to different effective tax rates, the degree of difference depend¬ 
ing chiefly upon the amount of the businss income, upon the 
proportion distributed to the owners, and upon the personal 
tax rates to which the owners are subject. 

Discrimination Against the Incorporated Enterprise 

In the long run, assuming that all business income is ulti¬ 
mately paid out to the owners, the present tax system discrim¬ 
inates against the incorporated enterprise. The combination of 
the corporate tax and the individual tax will always be greater 
than the individual tax alone. This means that many companies 
now operating as corporations are subject to discrimination in 
comparison with their neighbors and competitors operating as 
partnerships. The partnership option would obviously mitigate 
this type of inequity. 
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An Obstacle to Adoption of the Corporate 
Form of Organization 

At the same time, the dual system of business taxation places 
a tax obstacle in the way of adopting the corporate form of 
organization. Many enterprises are forced, for reasons of taxa¬ 
tion, to forego the important advantages of doing business in 
the corporate form. 

I would argue that the benefits of incorporation are not 
something to be conferred on a favored few, as in the days 
when the English kings granted charters to their favorite 
nobles, nor are they something to be paid for by an increase 
in one’s taxes. Rather, it seems to me, these benefits should be 
made as widely accessible as possible. Surely, there should be 
no arbitrary tax barrier to their enjoyment. 

It can be demonstrated that taxes do, in fact, strongly in¬ 
fluence the form of business organization for thousands of 
enterprises. This is indicated, for example, by the record of 
changes in the number of corporations and partnerships dur¬ 
ing the early years of the war when changes in tax rates in¬ 
creased the relative tax advantage of operating in the partner¬ 
ship form. 

This record is shown in the following table: 


Changes in Number of Corporations and Partnerships, 1939-42 


Year 

Number of 
Active 

Corporations 

Reporting 

Number of 
Partnerships 
Reporting 

Total 

Corporations 

and 

Partnerships 

Number of 
Partnerships 
as Percentage 
of Total 

1939 

470,000 

291,000 

761,000 

38 

1940 

473,000 



44 

1941 

469,000 



49 

1942 

443,000 

490,000 

933,000 

52 


Whereas, before the war, partnerships represented about one- 
third of the total of partnerships and corporations, in 1942, 
when the high wartime tax rates were effective, about half of 
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the total were partnerships. From these figures, one might esti¬ 
mate that from one hundred to one hundred and fifty thousand 
enterprises were operating as partnerships in 1942—enterprises 
which would have preferred to operate as corporations had pre¬ 
war tax rates obtained. 

These figures strongly suggest that there are many thou¬ 
sands of enterprises near the margin between operating as cor¬ 
porations and as partnerships. A shifting of the tax advantage in 
favor of the corporation would induce many to adopt the cor¬ 
porate form and to partake of its benefits. 

The Corporate Option 

So far my discussion has been based on the assumption that 
all business income is ultimately paid out to the owners. On 
the basis of this assumption, I was able to argue that the com¬ 
bination of the corporate and personal tax on corporate income 
is always greater than the personal tax on partnership income. It 
must be recognized, however, that there are two cases where 
the total tax on corporate income may be less than that on 
partnership income: (1) when the corporate income is realized 
by the owner as a capital gain, and (2) when the corporate in¬ 
come is not distributed until after death. 

When the corporate income is realized by the owner in the 
form of a capital gain, the combination of corporate and per¬ 
sonal tax, under the present capital gains rate, may be less than 
the personal tax on the same income realized as a partnership 
return. This would be true when the partner’s personal income 
is subject to high bracket rates. 

When the corporate income is not distributed until after 
death—perhaps never distributed—the corporate tax may be 
less than the individual tax if the individual is subject to high 
bracket rates. 

In view of these two possibilities, it has been suggested that 
the partnership option should be adopted in reverse. That is, 
proprietorships and partnerships should be given the privilege 
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of being taxed as corporations. This proposal, which I shall 
call the corporate option, has been given considerable publicity 
in recent months. 

Superficially, this proposal would seem to be a logical counter¬ 
part to the partnership option. If corporations are to be given 
the privilege of partnership treatment when it is in their in¬ 
terest, why not also give partnerships the privilege of corporate 
treatment when it is to their advantage? The difficulty here is 
that it would never be advantageous for a partnership to elect 
the corporate option except to take advantage of loopholes in 
the present law which themselves should be corrected. I refer 
to the loopholes that make possible (1) the realization of cor¬ 
porate income in the form of capital gains which are taxed at a 
rate lower than ordinary income, and (2) the retention of in¬ 
come within a corporation until after death thus avoiding all 
personal income taxes. 

The corporate option is also to be viewed with suspicion be¬ 
cause it would increase the possibility of converting income 
from personal services into corporate income—unless it were 
scrupulously policed. 

It has been suggested that the corporate option ought 
particularly to be available to those kinds of business which by 
state law or custom cannot adopt the corporate form. Such busi¬ 
nesses include brokerage, investment banking (to a degree), 
and some of the professions. In all of these businesses, however, 
personal services constitute such a large portion of the business, 
that it is difficult to see how important tax savings could be 
accomplished by using the corporate option if full compensa¬ 
tion for personal services were made and were charged as an 
expense of the enterprise. Moreover, it is now possible for a 
personal service enterprise to incorporate any capital that they 
use in the business. 

Summary of Equity Considerations 

From the standpoint of equity, the tax system should not dis- 
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criminate between various businesses on the basis of their legal 
organization. Moreover, the form of organization of business 
enterprises should not be strongly influenced by tax considera¬ 
tions. The partnership option is clearly a device for lessening 
present discrimination between partnerships and corporations 
and for removing tax considerations from influence in deter¬ 
mining the form of business organization. On these grounds, 
the partnership option, if practicable should be adopted. 

The corporate option, on the other hand, would be of dubi¬ 
ous value since its main function would be to permit more 
businesses to take advantage of loopholes in the present law 
which themselves ought to be corrected. 

Double Taxation 

Next, I should like to discuss the partnership option from 
the point of view of its place in a program for reducing the 
so-called double taxation of corporate income. 

In the time at my disposal, I shall not debate the ptos and 
cons of the double taxation of dividends. I personally have 
some serious doubts about the extent to which there is genuine 
double taxation in view of the possibility that the corporation 
income tax may be shifted in part, and also I have some doubts 
on the degree to which we can now afford to sacrifice revenues 
from the corporate tax by providing dividend credits, etc. 
Nevertheless, I shall assume that it is the long-term policy of 
the country to move toward an integration of the corporate and 
personal income taxes under which income to corporate equities 
is treated like all other income. I consider this a reasonable 
assumption. Most students of taxation and most taxpayer groups 
representing many shades of opinion have long been disturbed 
by the logical inconsistencies, inequities, and alleged ill eco¬ 
nomic effects of the present double taxation, and most feel that 
something should be done as soon as we can afford to do so. 

Unfortunately, there is no such unanimity on the method that 
should be used to achieve integration of the corporate and 
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personal income tax. Here there are almost as many plans as 
there are persons who decry the double taxation. 

A Step in the Right Direction 

Returning now to the partnership option, it is my view that 
this measure would be a desirable first step in a long-term pro¬ 
gram for integrating the corporate and personal taxes. Admit¬ 
tedly, it would not solve the problem for the great corporations, 
nor would it be a practicable solution even for all the small 
ones. I submit, however, that it would eliminate double taxa¬ 
tion for many thousands of smaller firms in the most logical and 
least arbitrary way, and that the use of this method for such 
corporations as could qualify would go just that far toward the 
complete solution. 

There is sometimes a tendency to assume that there must be 
a single uniform solution for a problem of this kind, and that 
any solution which is not feasible across the boards is impracti¬ 
cable. This appears to be a mistaken view, particularly when 
applied to the taxation of things as diverse as peanut stands, 
corner grocery stores, dancing academies, banks, and giant steel 
corporations. 

Moreover, the use of the partnership method for such firms 
as could qualify would in no way commit us to a particular 
method of solving the double taxation problem for those cor¬ 
porations which could not qualify for partnership treatment. 
Thus, the partnership option would be a supplement to, and 
not a substitute for, the C.E.D. proposal, the Twin Cities plan, 
the pre-1936 arrangement, the undistributed profits tax, or any 
other proposal for integrating the corporate and personal in¬ 
come taxes. 

It has, of course, been argued that since the partnership 
treatment of corporate income would, after all, be a thorough¬ 
going solution to the double tax problem, why not go the whole 
way and provide mandatory partnership treatment for all 
corporations or for all except the very large corporations. Here 
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we face the serious legal and practical limitations of the partner¬ 
ship method. 

Limitations 

The basic limitation of the partnership option is that the 
courts have ruled that retained income of a corporation is not 
realized by the stockholders and is, therefore, not taxable as 
personal income. There is, indeed, a sound practical and eco¬ 
nomic basis for this position. Hence, the partnership option 
would be feasible only when the stockholders, or perhaps a 
preponderant majority of them, would indicate their consent. 
This would usually be possible only in closely held corporations. 

It should be emphasized, however, that the vast majority of 
our corporations, though not many of the larger ones, are closely 
held and could probably qualify for the partnership option. In 
1941, for example, 407,000 corporations reported balance sheets 
to the Bureau of Internal Revenue. Of these, 2x3,000, or more 
than half, had total assets of less than $50,000 and 275)000, or 
two-thirds, had assets of less than $100,000. It is safe to say 
—though we have no reliable figures on the subject—that the 
vast majority of these companies are owned by a handful of 
stockholders, many of them within single families. Thus, al¬ 
though most of the large well-known businesses of the country 
would not qualify for the partnership option, the field is large 
in terms of the potential number of small ones which might be 
eligible. Thus, enactment of the partnership option would be a 
long step in the direction of eliminating double taxation in 
terms of the potential number of companies which would be 
affected. 

The fact that the partnership option would be applicable 
chiefly to closely held companies means that it would discrimi¬ 
nate in favor of such companies and against those with diffused 
ownership. This, I regard as a major weakness of the partner¬ 
ship option. It would be unfortunate to place a premium on 
the closed corporation. 
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An incidental advantage of the partnership option, especially 
at this time, is that it would not cost much in revenue. This is 
because only smaller companies would qualify and they con¬ 
tribute only a small fraction of the revenue from the corporate 
tax. For example, in 1941, about two per cent of the total 
revenue was derived from companies having assets of less than 
$100,000, although these companies in number represented 
two-thirds of all active corporations. 

Partnership Option as Aid to Small Business 

I do not think it would be profitable at this time to discuss 
at length the question of providing special tax treatment for 
small business. This I have done on several other occasions. 1 
I shall merely assume that it is public policy to reduce the im¬ 
pact of taxation on small businesses. 

The partnership option, as I have indicated, is applicable 
chiefly to smaller corporations. Therefore, such tax relief as it 
would provide would be enjoyed chiefly by smaller firms and it 
would be one useful element in a program of tax aid to smaller 
businesses. Since not all small corporations would qualify for 
the partnership option, it would be a supplement to, but not a 
substitute for, such measures as revision of corporate rates in 
the lower brackets, elimination of the 53 per cent notch, ac¬ 
celerated depreciation, and other proposals which would miti¬ 
gate the burden of taxation on smaller concerns. 

Conclusions 

In conclusion, I should like to return to some of the quali¬ 
fications which I enunciated in my introductory remarks. 

I have recommended the partnership option on the grounds 
that it would reduce discrimination against corporate as com¬ 
pared with noncorporate enterprises, that it would help smaller 

i“The Taxation of Small Business,” paper before the National Tax Associa¬ 
tion, June 5, 1946; The Future of the Corporation Income Tax, Irving Trust 
Company, New York, 1946, p. *8-9; Smaller War Plants Corporation, Taxation, 
September, 1945. 
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businesses to secure the benefits of operating under the cor¬ 
porate form, that it would be an opening wedge in a long- 
range program to reduce or eliminate the double taxation of 
corporate income, that it would be part of a program of tax 
relief for small business, and that it would not be very costly 
in terms of revenue. 

These are important arguments. They suggest that the part¬ 
nership option should be given careful study and that it should 
be given serious consideration in connection with any revision 
of our tax system. 

The proposal also has weaknesses, as I have indicated, and 
the final decision would, of course, depend on the judgment of 
Congress as to the relative importance of the advantages and 
disadvantages. 

The principal weaknesses are the following: (1) there is 
some question as to constitutionality; (2) the need for permis¬ 
sion of stockholders as a prerequisite to the exercise of the 
option might put undue power into the hands of minority 
stockholders; (3) the necessity of paying personal taxes on un¬ 
realized income might embarrass some stockholders; (4) in 
questions of sale of stock there would be a problem of fixing 
liability for the personal tax on the corporate earnings; (5) the 
plan would discriminate in favor of closely held corporations; 
and (6) there would be problems in the reporting of income by 
the individual stockholder. No doubt, any good tax lawyer 
could find many additional problems. 

Moreover, many corporations would not want to exercise 
the option so long as it might be possible for them to realize 
corporate income in the form of capital gains, or to pass it on 
to their heirs free of personal income tax. As I have suggested, 
these are separate issues and should be considered in their 
own right. 

Because of the problems involved in the partnership option, 
there has been a tendency to dismiss it as impracticable. Up to 
now, I have not been persuaded that the difficulties are insuper- 
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able. Every tax innovation faces the argument that it is too 
complicated or that it is impracticable. For example, I have 
been about as much impressed by the technical and administra¬ 
tive complications in the various plans for allowing dividend 
credits as I have by the difficulties in the partnership option. 

Finally, I want to express the hope that, if the partnership 
option is ever adopted, the fear of complications will not cause 
the plan to be so circumscribed as to make it virtually useless 
as a tax reform. 



CHAPTER VII 


SHOULD THE PROFITS OF SMALL CORPORATIONS 
BE TAXED LIKE PARTNERSHIP EARNINGS? 

J. Keith Butters 

Graduate School of Business Administration, Harvard University 

I N AN EFFORT to draw the issues as sharply as possible, I 
shall stress more heavily the arguments against the part¬ 
nership method than those in its favor. Mr. Bowen’s excellent 
paper has adequately stated the case for the method—I am 
tempted to say overstated it. On the other hand, I shall un¬ 
doubtedly exaggerate the defects of the method and the diffi¬ 
culty of applying it in practice. 

Also, in order to cover the area assigned to the two of us 
more adequately, 1 shall discuss in some detail the problems 
that would arise under a compulsory application of the part¬ 
nership method. I have some hesitancy in doing so, since I 
may be knocking down a straw man. But I do believe that this 
discussion can be used to bring out some of the important issues 
raised by the method. Like Mr. Bowen, I shall simply assume 
that, on economic and social grounds, small business may 
reasonably be given tax advantages. My discussion, therefore, 
will run largely in terms of tax justice and administrative 
feasibility. 

Compulsory Application of Partnership Method 
Let us, then, consider first a compulsory application of the 
partnership method, emphasizing primarily issues of justice and 
administrative feasibility. In terms of tax justice the primary 
argument in support of the partnership method is that it would 
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make possible the taxation of a taxpayer’s total income under 
the graduated rates of the personal income tax. This argument, 
it should perhaps be noted, applies in principle to all corpora¬ 
tions, irrespective of their size. The rationale behind this view 
is well stated in the following quotation, taken from the Final 
Report of the Committee of the National Tax Association on 
Federal Taxation of Corporations, submitted in 1939. 

Undistributed profits of corporations constitute a significant element 
in the base of the personal income tax because, in the fundamental eco¬ 
nomic sense, they are savings, and savings form a part of the concept of 
taxable income that appeals to the conscience of the American people as 
the best measure of relative ability-to-pay taxes. The savings in question 
are, in the first instance, of course, the savings of an artificial person known 
as a corporation. Fundamentally, however, the savings of a corporation are 
the savings of individuals who own the corporation. If savings in general 
are taxed as income, there should be no exemption of the savings of certain 
individuals whose investments take the legal form of shares in corpora¬ 
tions that do not distribute their earnings promptly and completely. 1 

The significant issue raised by this quotation is: Do the un¬ 
distributed profits of corporations represent taxable capacity 
in the hands of the stockholders of the corporation? I do not 
believe so. Or, rather, I do not believe that they measure taxable 
capacity with sufficient precision to be included in the base 
of the shareholder’s personal income as though they were iden¬ 
tical with, say, his salary, or, for that matter, with realized 
capital gains. 

Even if one were to go so far as to take the position that all 
savings, including all unrealized capital gains, are proper com¬ 
ponents of taxable income, it still does not necessarily follow 
that the undistributed profits of corporations represent taxable 
capacity to their stockholders. For the undistributed profits of 
corporations are not in any systematic way reflected in the value 
of their stock. And the taxable capacity of the stockholder can 
scarcely be said to have increased except to the extent that the 
value of his stock has risen. 

1 Proceedings of the Thirty-Second Annual Conference of the National Tax 
Association , 1939, p. 539. 
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This point may best be illustrated by looking at listed com¬ 
panies the stock of which has a definite market value at any 
given time. But the same general conclusions undoubtedly are 
applicable, often to a greater degree, to small unlisted cor¬ 
porations. 

As an extreme example, take, for instance, the case of the 
Lockheed Aircraft Corporation from 1939 through 1943. Its 
cumulative retained earnings over these five years amounted to 
well over $30 for each share of common stock, but the market 
value of the company’s stock declined from about $34 a share 
at the beginning of 1939 to $16 at the end of 1943. In what 
sense could a stockholder of Lockheed be said to have saved 
$30 for each share of stock which he held during these five years 
on account of the undistributed profits of the Lockheed Air¬ 
craft Corporation? In what sense was the shareholder’s capacity 
to pay personal income taxes increased during these years by 
these undistributed profits of the company? The value of his 
stock did not increase on account of the company’s retained 
earnings, and the typical stockholder was in no position to 
force a distribution of a larger percentage of the company’s 
earnings. 

This illustration admittedly cites an extreme case, but it 
could be multiplied many times by similar examples from 
many industries occurring during any major bear market 
period. The point is that the retained earnings of a corpora¬ 
tion in a particular year are only one, and probably not the 
most important, factor influencing changes in the value of its 
stock. In general, the fluctuations of stock values of any par¬ 
ticular company are influenced at least as much or more by 
other factors such as its dividend policy, its long-run earnings 
prospects, and perhaps most of all the general movement of 
the market. 

But what of small, closely held companies whose stock has 
no public market, for such companies are more in point in the 
present discussion? Although precise determinations cannot 
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ordinarily be made, the available evidence indicates that the 
value of the stock of many small companies fluctuates much 
more markedly and erratically than does that of most large 
companies with listed securities. It, therefore, seems reasonable 
to believe that the correlation between corporate savings and 
the realizable value of the securities of small, closely held cor¬ 
porations would be no better than that of the large, listed 
companies. 

In one important respect, however, the justification for the 
use of the partnership method is considerably stronger for the 
small, closely held company than it is for the large, listed com¬ 
pany. The stockholder of a closely held company typically has 
much more influence on the dividend policy of his company 
than does the stockholder of a listed company. In view of this 
fact, the case for regarding the savings of a closely held corpora¬ 
tion as part of the income of its stockholders is stronger than 
for publicly held corporations. To a greater degree the dis¬ 
tribution or retention of dividends is a deliberate decision on 
the part of the stockholder. That is to say, within limits he might 
have been able to realize the company’s income personally in 
the form of dividends if he had chosen to do so. 

Unless the concept of the closely held corporation is very 
narrowly defined, however, even such corporations will have 
many minority stockholders who do not control their company’s 
dividend policy. Furthermore, even in instances in which there 
is a real desire to pursue a generous dividend policy, the busi¬ 
ness exigencies of the situation may compel the retention of a 
substantial part of a company’s earnings. 

Moreover, even if the retained earnings of a closely held 
corporation are under the control of the stockholder, it does 
not necessarily follow that they should be considered to be 
realized income subject to taxation in the hands of the stock¬ 
holder. It is difficult to see that the retained earnings of, say, a 
closely held manufacturing corporation represent realized in¬ 
come to its stockholders more than would, say, appreciation in 



76 HOW SHOULD CORPORATIONS BE TAXED? 

the value of General Motors stock which they hold but do not 
sell during the year. But the gain on the General Motors stock 
is not taxed until the stock is sold. 

It must be emphasized, however, that the force of this argu¬ 
ment varies tremendously with the nature of the business 
which is building up its retained earnings. If the retained 
earnings are plowed back into the development of a risky in¬ 
dustrial venture, the case is very strong for regarding the stock¬ 
holder’s income—if such it is—as unrealized, and perhaps as un¬ 
realizable in any immediate sense. On the other hand, if the 
retained earnings are simply locked up as cash in a vault in 
order to avoid the high personal surtax rates, the above posi¬ 
tion is clearly much less defensible. 

On balance, the argument thus far points to the conclusion 
that the ideal of tax justice would not be furthered by a com¬ 
pulsory application of the partnership method—disregarding 
entirely for the moment the administrative aspects of the prob¬ 
lem. I do not mean by this statement to belittle the seriousness 
of the problem of tax avoidance through the accumulation of 
undistributed profits by corporations. But I do mean to say 
that a compulsory application of the partnership method does 
not represent a desirable solution to this problem. 

In view of this conclusion, the administrative aspects of the 
question can be discussed more cursorily than would otherwise 
be necessary. There is probably general agreement that the 
partnership method is definitely not administratively feasible 
for large corporations with complicated capital structures and 
with many and constantly shifting stockholders. On the other 
hand, the method clearly is feasible for the corner grocery 
store or the small manufacturing establishment owned exclu¬ 
sively by one or two individuals. It is, in fact, applied to many 
such companies that are organized as partnerships or sole 
proprietorships. 

A wide difference of opinion exists, however, as to the point 
between these two extremes at which the method becomes im- 
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practicable from an administrative point of view. In general, 
the administrative problems become rapidly more difficult as 
the complexity of a company’s capital structure increases, as 
the number of its security holders becomes greater, and as 
trading in the company’s securities becomes more active. 

The administrative difficulties fall, essentially, into two cate¬ 
gories. First, a decision must be made as to what classes of se¬ 
curities the retained earnings of a given year should be allocated. 
For a corporation in strong financial condition with only one 
class of capital stock, this difficulty does not arise, although— 
as has been pointed out—the amount of earnings retained prob¬ 
ably will not bear a close relationship to the change in the value 
of the company’s stock over the year. If there are bond issues 
and preferred stocks outstanding, however, and particularly if 
the company is not in a strong financial condition, the bond¬ 
holders and preferred stockholders may benefit substantially 
from the retained earnings of the company, conceivably by as 
much or more than the common stockholders. The degree of 
riskiness of the senior securities may be significantly reduced 
by an accumulation of retained earnings, whereas the prospects 
that these earnings will result in increased dividends to the 
common stockholders in the foreseeable future may be very 
dim. It is even conceivable that, as a result of the retention of 
earnings, the senior securities would appreciate in value by as 
much or more than the common stock. Moreover, the retained 
earnings of a given year may actually be used to pay interest or 
preferred dividends to the holders of the senior securities in a 
subsequent year. 

In view of these complications, the partnership method prob¬ 
ably would have to be restricted to companies with only one 
class of securities held exclusively by noncorporate stockholders. 
So restricted, the method might have a considerable effect on 
the capital structure of many companies, depending on whether 
the partnership method was more or less favorable taxwise 
than alternative methods. 
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The second category of administrative difficulties has to do 
with the problems that would arise in allocating the undistrib¬ 
uted profits of the corporation among its shareholders—assuming 
now that there is only one class of shareholders. These problems 
would include such matters as (1) the allocation of income to 
each person who held the stock of the company at any time 
during the corporation’s taxable year; (2) the treatment of 
special types of income such as partially tax-exempt interest and 
capital gains; (3) the reopening of the stockholders’ individual 
tax returns if the taxable income of the corporation is altered 
by audit or otherwise; and (4) adjustments in the basis of 
stock in the hands of the individual stockholders to reflect the 
retention of earnings or distribution of capital. 

These problems obviously cannot be discussed in the time 
available. It seems fairly obvious, however, that workable solu¬ 
tions could be achieved for corporations with only a very small 
number of shareholders and with stock that is traded only in¬ 
frequently. But the difficulties of applying the method would 
increase rapidly as the number of stockholders or the amount 
of trading increased. In general, as Mr. Bowen has indicated, the 
method probably would be technically feasible, in so far as 
purely administrative matters are concerned, for the vast ma¬ 
jority of corporations in the country. But it would be clearly 
impracticable for the minority of large corporations that receive 
a large percentage of the country’s total corporate net income. 

The very fact that the method could be applied only to 
certain corporations, rather than to all corporations, would 
create additional problems with reference to the fairness of the 
method among taxpayers. If the method were made compulsory 
for a limited number of corporations, the income of many of 
these corporations would be taxed much more severely under 
the partnership method than is the income of large, listed cor¬ 
porations under the present law. 

Exhibit 1 illustrates the effect that the partnership method 
would have in this respect at existing personal income tax rates. 
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It presents estimates of tax burdens on the profits of corpora¬ 
tions with incomes ranging from $5,000 to $1,000,000, on 
different assumptions as to the number of stockholders and the 
outside incomes of these stockholders. 

The most striking conclusion to be drawn from Exhibit 1 
is the severity with which the income of many companies would 
be taxed under the partnership method—particularly if there 
are only one or two stockholders. 2 Let me cite a few illustra¬ 
tions. If a stockholder has an income of as much as $12,000, the 
profits which he receives from his corporation will be taxed 
at a minimum rate of 40 per cent—a rate in excess of the 
maximum corporate rate. 3 If the profits of the corporation al¬ 
locable to the stockholder are large, or if the stockholders out¬ 
side income greatly exceeds $12,000, the effective tax rate will 
be much higher than 40 per cent, ultimately exceeding 80 per 
cent. It is clear that a compulsory application of the partner¬ 
ship method would tax the incomes of many relatively small 
companies much more severely than the incomes of the largest 
corporations in the country are now taxed. Probably there is 
general agreement that such a tax policy would be intolerable. 
At any rate, this discrimination between corporations, added 
to the defects noted above, seems to me to make conclusive the 
case against a compulsory application of the partnership method. 

Optional Application of Partnership Method 

All the preceding discussion has related to a compulsory ap¬ 
plication of the partnership method, but the question still re¬ 
mains: Should the partnership method be recognized as an 


2 It should, perhaps, be noted that the partnership method, applied to cor¬ 
porations, could designate the taxes due under the method as the legal liability 
of either the corporation or the stockholder. For some purposes the distinction 
might be important. In general, however, it is not significant for the arguments 
developed in this paper. 

3 The partnership method might still be elected by the stockholders of some 
companies, even though they have independent incomes of $ 12,000 or more, in 
view of the double taxation of corporate dividends under the present law. The 
implications of this point are discussed in more detail below. 
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*AU stockholders are assumed to own the same number of shares of stock. 

**It is assumed that the stockholders have outside taxable incomes of the amounts listed. That is, for example, a stockholder 
“zero” income is assumed to have an outside income equal to his personal exemptions and other deductions. 
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optional device designed to provide tax relief to small corpora¬ 
tions? If the method is so regarded, it must be judged by quite 
different criteria from those that are appropriate in evaluating 
its merits on a compulsory basis. No longer would its primary 
purpose be to achieve tax equality. Rather it would be a frank 
effort to provide tax advantages to some small corporations. 

I am much more pessimistic as to the value of the partner¬ 
ship option as a relief device than is Mr. Bowen. For the facts 
seem to me to be that the partnership option simply would not 
provide general relief to small corporations. Moreover, in the 
instances in which relief would be provided, it would be at¬ 
tributable almost entirely to the elimination of the double 
taxation of dividends by the partnership method. But I believe 
that the partnership option would be a cumbersome and in 
some respects discriminatory method of mitigating the double 
taxation of dividends. I would favor, instead, the allowance of 
a direct credit for dividends paid in the computation of taxable 
income. The benefits of this credit could be restricted primarily 
to small corporations, if this were desired, by placing a rela¬ 
tively low maximum limit on its size. 

From the point of view of the small corporation, a direct 
elimination of the double taxation of dividends would have the 
added advantage, as compared with the partnership method, of 
not subjecting the undistributed profits of the corporation to 
the highly progressive surtax rates of the personal income tax. 
I believe that the supposed benefits of the partnership method 
are often exaggerated by a failure to allow for the full effect— 
at existing tax rates—of the personal income tax. 

It is difficult to make general statements about the relative 
severity of the partnership method and the present method of 
taxing income derived from corporate profits, for the conclusion 
in any particular case will depend on the combined effect of 
several variables, namely, the size of the corporate income, the 
corporate tax rate, the percentage of net income distributed 
as dividends to stockholders, the number of stockholders, the 
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amount of their taxable income from sources other than the 
profits of the company in question, and the personal income 
tax rates. 

In an effort to make a comparison, let us first assume that 
no dividends are paid. On this assumption, as Exhibit 2 shows, 
the partnership method would provide relief only under very 
special circumstances, and even then the relief would be slight. 
For instance, the partnership option would be of no value 
whatever to a stockholder with a personal income of as much 
as $10,000 from sources other than the profits of the corpora¬ 
tion in question. Likewise, if a company has only one or two 
stockholders, no relief, or at best purely nominal relief, would 
be provided, irrespective of the size of the corporation’s in¬ 
come or of the stockholder’s personal income. Indeed, the part¬ 
nership option would grant significant relief only when there 
are as many as five or ten stockholders and when these stock¬ 
holders have no income from sources other than the profits 
of the company. 

The facts are quite different, however, if the opposite assump¬ 
tion is made as to dividend policy—namely, that all net income 
after taxes is distributed as dividends. In this event, as Exhibit 
3 indicates, the partnership method will always prove advan¬ 
tageous in comparison with the present treatment with its 
double taxation of corporate dividends. In percentage terms 
the reduction in tax liabilities resulting from the partnership 
option would be considerably greater for corporations with 
small incomes than for those with large incomes. It should be 
noted that Exhibit 3 is constructed on the assumption that the 
corporation has only one stockholder and that this stockholder 
has no outside taxable income. The tax differential in any given 
instance would be greater if the number of stockholders were 
increased; on the other hand, it would generally be smaller if 
the stockholder had an outside income of any magnitude. 

This examination of the two extreme dividend policies nat¬ 
urally raises the question: What percentage of corporate in- 
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EXHIBIT 2 

Comparison of Present Taxation of Corporate Income with Partnership 
Method on Assumption that No Dividends Are Paid 


(Computations Based on 1946 Rate Structure—Tax Rates Stated as Percentages) 


Corporate 

Income 

Average Tax 
Rate under 
Corporate 
Income Tax 

Average Tax Rate under Partnership Method of 
Taxing Corporate Income 



Stockholders have no 

outside taxable income** 




Number of stockholders * * * 




One 

Two 

Five 

Ten 

$5,000 

21.0% 

20.9%" 

19.4% 

* 19.0%* 

19.0%* 

10,000 

22.0 

25.1 

20.9 

19.0* 

19.0* 

20,000 

22.5 

34.5 

25.1 

19.9* 

19.0* 

30,000 

28.0 

41.9 

30.0 

21.5* 

19.6* 

40,000 

34.3 

46.9 

34.5 

23.3* 

19.9* 

50,000 

38.0 

51.0 

38.6 

25.1* 

20.9* 

75,000 

38.0 

58.5 

45.7 

30.0* 

22.9* 

100,000 

38.0 

64.0 

51.0 

34.5* 

25.1* 

500,000 

38.0 

81.7 

76.9 

64.0 

51.0 

1,000,000 

38.0 

84.1 

81.7 

74.5 

64.0 



Stockholders have outside taxable income of $5,000 




Number of stockholders * * * 




One 

Two 

Five 

Ten 

$5,000 

21.0% 

29.3% 

27.0% 

24.7% 

24.6% 

10,000 

22.0 

34.5 

29.3 

26.6 

24.7 

20,000 

22.5 

43.0 

34.5 

28.5 

26.6 

30,000 

28.0 

48.5 

39.0 

30.4 

27.2* 

40,000 

34.3 

52.5 

43.0 

32.4* 

28.5* 

50,000 

38.0 

56.0 

46.1 

34.5* 

29.3* 

75,000 

38.0 

62.2 

51.6 

39.0 

31.9* 

100,000 

38.0 

67.1 

56.0 

43.0 

34.5* 

500,000 

38.0 

82.3 

78.2 

67.1 

56.0 

1,000,000 

38.0 

84.4 

82.3 

76.1 

67.1 



Stockholders have outside taxable income of $10,000 




Number of stockholders * • * 




One 

Two 

Five 

Ten 

$5,000 

21.0% 

39.7% 

37.0% 

36.1% 

36.0% 

10,000 

22.0 

43.9 

39.7 

36.1 

36.1 

20,000 

22.5 

50.3 

43.9 

38.5 

36.1 

30,000 

28.0 

54.1 

47.6 

40.5 

37.7 

40,000 

34.3 

57.4 

50.3 

42.3 

38.5 

50,000 

38.0 

60.2 

52.3 

43.9 

39.7 

75,000 

38.0 

65.6 

56.7 

47.6 

41.9 

100,000 

38.0 

69.9 

60.2 

50.3 

43.9 


38.0 

82.9 

79.3 

69.9 

60.2 


38.0 

84.7 

82.9 

77.6 

69.9 


•Asterisk is used to indicate circumstances under which partnership method 
yields lower rates than present method. 

**“No outside income* 9 means, as in Exhibit 1, an outside income precisely 
equal to the stockholder’s personal exemptions and other deductions. 

•••All stockholders are assumed to own the same number of shares of stock. 
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Comparison of Present Taxation of Income Derived from Corporate Profits with Partnership Method, on Assumption 

that All Income after Taxes Is Distributed as Dividends 
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*“No outside income” means, as in Exhibit 1, an outside income precisely equal to the stockholder’s personal exemptions 
and other deductions. 
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come after taxes would have to be paid out as dividends in 
order to equalize the tax burdens under the two methods? Ex¬ 
hibit 4 is designed to answer this question for a corporation 
with only one stockholder who has no outside income. On these 
assumptions, if the corporate income is only $5,000, for instance, 
the partnership method will always result in a lighter tax 
burden—since the minimum corporate tax rate exceeds the 
first bracket personal income tax rate. As the size of the cor¬ 
porate income increases, however, a larger and larger per¬ 
centage of the company’s net income after taxes must be paid 
out in order to equalize the tax burdens under the two methods. 
In other words, as the differential between the high individual 
tax rates on large incomes and the flat rate corporate tax (or the 
less sharply progressive tax on incomes below $25,000) increases, 
the retention of a smaller and smaller percentage of the com¬ 
pany’s net income is sufficient to equalize the tax burdens under 
the two methods. 4 

In summary, then, only under limited circumstances would 
the partnership method offer advantages over the present treat¬ 
ment. In general, moreover, these advantages would be elimi¬ 
nated if the present tax structure were modified in order to 
remove the double taxation of dividends, at least with respect 
to corporations with small incomes. With this modification the 
present system would almost always be less severe than the part¬ 
nership method, since the tax rate on corporate income would 
typically be less than the rates which would be assessed against 
that income if it were allocated to individual shareholders. In 
the extreme case in which all corporate income is distributed, 
the present system, modified by the elimination of the double 
taxation of dividends for small corporations, would be identical 
with the partnership method for these corporations. 5 

4 In the $25,000 to $50,000 range, the 53 per cent corporate tax rate is suffi¬ 
ciently high to reverse the general trend shown in Exhibit 4. 

5 In connection with this summary, it should be noted that conclusions appro¬ 
priate to the present tax rate structure are quite different from those which 
would have been appropriate under prewar tax rates. In 1939, and earlier years, 
the corporate tax rate was much higher in relation to the low bracket personal 
income tax rates than it now is, or than it is likely to be in the near future. 
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EXHIBIT 4 

Percentage of Corporate Net Income after Taxes, which If Paid Out as 
Dividends, Equalizes Tax Burdens under Present Method and 
Partnership Method* 


Corporate Net 
Income Before 
Income Taxes 
$ 5,000 

7,500 
10,000 
15,000 
20,000 
25,000 
30,000 
40,000 
50,000 
75,000 
100,000 
500,000 
1 , 000,000 


Percentage of Corporate 
Net Income after Taxes 
Which Must Be Paid Out 
to Equalize Tax Burdens 
** 

8.4 

20.8 

46.0 

62.3 

70.8 
66.0 
60.2 

61.8 
74.5 
81.7 

90.4 
90.4 


* This exhibit is applicable to a corporation with one stockholder who has no 
outside taxable income. 

* * Since the first bracket corporate income tax rate is higher than the low 
bracket personal income tax rates, the tax burden will always be higher under 
the present method irrespective of the percentage of income paid out as dividends. 


4 


Special Problems and Qualifications 
The discussion thus far has been oversimplified in several 
respects in order to keep it manageable. The additional con¬ 
siderations that would have to be introduced into a full analysis 
of the problem must at least be mentioned, even though they 
cannot be given thorough treatment. 

First, my entire discussion has been in terms of the imme¬ 
diate tax burdens arising under the two methods. If, however, 
the owners of a business eventually sell their interest in it, the 
partnership method has another element of advantage over 
the present method of taxing corporate profits. Retained earn¬ 
ings under the partnership method increase the basis of the 
owner’s investment, whereas there is no corresponding adjust¬ 
ment in the basis of the stock held by a corporate stockholder. 

This advantage, however, probably will not shift the scale 
decisively in many instances. The capital gains rates are rela¬ 
tively low; they are not applied until the year of sale; and the 
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difference in basis will be large only when retained earnings 
have been large—precisely the circumstances under which the 
partnership method is least attractive. 

A second major qualification is that all the comparisons made 
above have been in terms of 1946 tax rates. Present indications 
are that personal income tax rates may be cut more sharply in 
the near future than corporate tax rates, thus shifting the bal¬ 
ance somewhat toward the partnership method. Nevertheless, 
even though the basic 38 per cent corporate tax rate is main¬ 
tained at its present level, future tax legislation may provide 
direct relief for small corporations and may also include some 
modification of the existing double taxation of corporate divi¬ 
dends. Moves in either of these directions would redress the 
balance, increasing the attractiveness of the present taxation of 
corporate profits in comparison with the partnership option. In 
any event, it seems highly improbable that budgetary require¬ 
ments will permit sufficient reductions in personal income tax 
rates in the near future to change greatly the conclusions reached 
above. 

The final, and probably the major, qualification is that no 
mention has been made of the whole problem of averaging 
business income over time, or of averaging business income or 
losses against the personal income of the owners of the business. 
In so far as averaging business income over a period of years 
is concerned, the present method of taxing corporate profits has 
some advantages over the partnership method. The stockholder, 
if he is in a position to control the dividend policy of his com¬ 
pany, can within limits determine when he shall receive personal 
income from the corporation. Thus, he may be able to channel 
dividend payments into years when his personal income from 
other sources is low or when personal income tax rates are 
favorable. His freedom of maneuver in this respect would be 
limited, however, by the threat of a penalty tax under Section 
102 and by the business needs of the company. 

The partnership method, on the other hand, permits the 
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owners ‘of a business to offset losses incurred by the business 
against any income they may receive from other sources. Per¬ 
haps this is the most important single advantage offered by the 
partnership method. If this privilege were accorded to small 
corporations authorized to elect the partnership option, it might 
frequently be the decisive factor in determining the method 
elected, particularly for deficit corporations owned by wealthy 
stockholders. Under some circumstances, however, the apparent 
benefits to be derived from this privilege might prove to be illu¬ 
sory. The requirement that business losses be offset against 
personal income—perhaps taxed at relatively low rates—might 
be less attractive than the privilege of carrying the business loss 
forward to offset it against future business income. 

Conclusions 

My principal conclusions are: 

1. The partnership method of taxing corporate profits would be 
highly objectionable if applied on a compulsory basis to all corporations 
or to small corporations, however defined. 

2 . The objections to an optional use of the method are much less 
fundamental. I do not, however, recommend that its use be authorized 
even to this limited extent. The tax advantages accorded small businesses 
by an optional use of the method do not seem to me to be great 
enough to justify the difficulties which it would create. I should, how¬ 
ever, want to reconsider this judgment if it were clear that no other 
method of providing tax relief for small corporations could be adopted. 

3 . The only circumstances under which the partnership method 
would give substantial relief, at least to the owners of profitable small 
corporations, are those in which the double taxation of dividends is 
especially burdensome at the present time. As I have indicated, the 
partnership option is not my first preference for removing this burden. 



CHAPTER VIII 


SHOULD THE TAX SYSTEM BE USED 
TO CHECK MONOPOLY? 

Alfred G. Buehler 
University of Pennsylvania 

F OR CENTURIES society has been concerned over mo¬ 
nopoly, encouraging it when it was thought to be de¬ 
sirable and discouraging it when it was thought to be detri¬ 
mental. The early English and American common law in¬ 
dicated a deep prejudice against monopoly, yet one may cite 
the restrictive practices of the English gilds and the establish¬ 
ment, with governmental sanction, of such monopolies as the 
East India Company as illustrations of approved types of 
monopoly behavior. 

Adam Smith and the classical economists assumed that free 
competition was a basic requirement of the economy they wished 
to maintain. Yet Smith seems to have considered monopoly more 
or less inevitable, for he said, “People of the same trade seldom 
meet together, even for merriment and diversion, but the 
conversation ends in a conspiracy against the public, or in 
some contrivance to raise prices. It is impossible indeed to 
prevent such meetings, by any law which could either be 
executed or would be consistent with liberty and justice.” 
In addition to fearing that monopolies would raise prices, the 
classical economists also feared that inefficiency would be in¬ 
vited and that the factors of production would not be appor¬ 
tioned among the various occupations most effectively. 1 The 
tradition that monopoly means high price has continued, along 

lSee the article on “Monopoly” by Professor John Maurice Clark in the 
Encyclopaedia of the Social Sciences. 
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with the public suspicion of monopolies, especially the large 
ones. 

The economist thinks of monopoly as involving price con¬ 
trol, ordinarily through the control of supply, sometimes 
through the control of demand. Complete monopoly, where 
competition is altogether absent, is rare, and various degrees 
of monopoly are found. The mixture of monopoly and competi¬ 
tion is indicated by such terms as oligopoly, monopolistic com¬ 
petition, and imperfect competition, which economists have 
applied to describe the mixed conditions prevailing in the ab¬ 
sence of free competition. The dividing lines between the 
different stages in the evolution of monopoly are not clear, 
although the two extremes of complete monopoly and perfectly 
free competition are definitely distinguishable. 

The legal conception of monopoly is rather vague and con¬ 
fusing. The common law and the Sherman Act suggest that 
restraints upon trade are monopolistic. But it was illogical to 
consider all restraints upon trade to be undesirable and illegal, 
and the notion of reasonable restraints upon trade evolved. 
Some restraints are legal, others are illegal. Professor Corwin D. 
Edwards declares: 

The broad objective of the American antitrust laws is to eliminate 
monopolies and collusive restraints upon trade wherever such devices do 
not have explicit sanction from public authority. . .. The grounds for the 
laws against collusion and monopoly include not only a dislike of restric¬ 
tion of output and of a one-sided bargaining power, but also a desire to 
prevent excessive concentration of wealth and power and a desire to keep 
open the channels of opportunity. 2 

He considers the law dealing with collusive efforts to keep 
competitors out of the markets, restrict output, divide markets, 
fix prices, and exercise coercion to be reasonably clear. On the 
other hand, he says: 

The law of monopoly is much less satisfactory, both in its substance and 
in its effect. The courts have vacillated in determining the meaning of 
monopoly, so that to this day we have no clear adjudication about the 

* "An Appraisal of the Antitrust Laws," American Economic Review, XXXVI 
(May. 1946), 171-89. 
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relative importance of size and conduct in determining whether or not an 
illegal monopoly exists. 

In this paper we are interested in both the efforts to create 
monopolies and the activities of monopolies once they are born, 
in both what Professor Edwards calls “collusion” and monopoly. 
His studies led him to conclude that legal efforts to stamp out 
monopolies have succeeded only in part, and that corporations 
have grown in size and influence in numerous industries in 
spite of legal barriers. Dr. George P. Comer, an economist in 
the Department of Justice, goes so far as to say, in commenting 
upon the effectiveness of legal action against monopolies, “Mo¬ 
nopolies and restraints of trade are bad and are getting worse, 
but they would be intolerable without the policing effect of the 
antitrust laws.” 3 Professor Howard S. Ellis, after examining the 
studies of economic concentration, concludes, however, that in 
spite of the extension of monopolistic influence in certain direc¬ 
tions data are not available to demonstrate whether or not 
“there has been a secular increase in monopoly, in the degree 
of industrial concentration of control.” 4 

Our laws permit certain monopolistic practices and disallow 
others. Important exemptions from the federal antitrust laws 
are given to agriculture, organized labor, exporting, the fixing 
of resale prices of branded commodities, banking, and insur¬ 
ance. Legal monopolies for limited periods are extended to the 
owners of patents and copyrights which give a certain protec¬ 
tion from the antitrust laws. Our governments also charter 
private monopolies in the transportation and utility fields and 
sometimes monopolize particular activities, such as the trans¬ 
mission of letters, the sale of alcohol, and the supply of elec¬ 
tricity in particular areas. 

In the popular mind, monopoly is often identified with “big 
business” or “bad business.” These terms are purely relative, 

8 “The Outlook for Effective Competition,” American Economic Review, 
XXXVI (May, 1946 ), 154 - 71 . 

‘“Economic Expansion Through Competitive Markets,” Financing American 
Prosperity, p. 178 . 
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however, and are not very definite in their implications. Small¬ 
ness in business has been related to such factors as the nature 
of the industry, the size of the market, the amount of the in¬ 
vestment, the number of employees, and the net income. In 
the last analysis, arbitrary factors are usually set up as yard¬ 
sticks. 

It is generally recognized that monopolies are probably in¬ 
evitable under certain conditions, as when they are created by 
nature, by the size of the investment required to produce a 
particular product, or by law because of public convenience. 
On the other hand, monopolies may not be more efficient than 
competitive concerns and may grow because of the existence of 
factors, not fundamentally economic, which make possible the 
realization of the common human grasp for power. Certainly 
there is no economic justification for the establishment of 
monopoly by resorting to unfair competitive tactics or by 
political manoeuvres. So far as taxation is concerned, there are, 
in general at least, no rational grounds for discriminating 
against competitive business in favor of monopolies. Nor are 
legal monopolies always necessarily inevitable, since the law may 
institutionalize uneconomic conditions. 

The future existence of the private enterprise system calls 
for the preservation of competition to the extent that it is 
economically advantageous. If big business stamps out small 
business in spite of the comparative economic advantages of 
the latter in certain lines, it may be only a matter of time until 
government business supplants all private business, and society 
owns and operates its own monopolies. 

The Tax System and Monopoly 

I have dwelt at some length on the meaning of monopoly 
because there are certain fundamental requisites for the suc¬ 
cessful use of regulatory taxation. It is obvious that the tax 
system cannot be directed toward curbing monopoly unless we 
know what monopoly is. The efforts of economists, legislative 
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bodies, and the courts to define monopoly demonstrate that it 
is a relative, rather vague, and elusive concept. It is clear that 
society does not wish to prevent or stamp out all monopoly but 
only what the ethical, economic, and political standards of the 
time and place designate to be bad monopoly in the sense that 
it is considered to be antisocial. 

If the tax system is to be employed to check monopoly, there 
must be established definite concepts of the monopolistic activi¬ 
ties that are to be curbed. If the purpose is to equalize the dis¬ 
tribution of individual incomes, that can be done directly by 
prohibiting the payment of incomes in excess of a designated 
sum or indirectly by confiscating, through taxation, the income 
above that sum. If society wishes to limit the investment in cor¬ 
porations to a certain amount or the net income of business 
enterprises to a specific maximum, that can be done directly by 
legislation, or indirectly by confiscatory taxation. The difficul¬ 
ties encountered in phrasing a definition of monopoly and in 
enforcing the laws against monopoly appear to demonstrate 
that selective methods must be employed to hunt out and con¬ 
trol the particular activities and establishments that are deemed 
to be monopolistic. From the practical angle, what can be ex¬ 
pected of taxation as a tool of anti-monopoly policy? 

Perhaps an answer to this question can be found if we will 
examine some of the statements of those who have advocated 
taxation for the regulation of monopoly. In his message to 
Congress of June 19, 1935, in which he asked for the introduc¬ 
tion of graduated rates in taxing corporate income. President 
Roosevelt criticized the concentration of wealth and economic 
power and argued that society was, in effect, a partner in busi¬ 
ness activity. Progressive taxes on individual incomes and 
estates was also defended. He spoke of the great advantages 
which large corporations drew from governmental services, the 
difficulties that small firms were facing in trying to survive the 
depression, and said, “Size begets monopoly. . . . The vast con¬ 
centrations of capital should be ready to carry burdens com- 
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mensurate with their powers and their advantages.” Here we 
find a defense of progressive taxation both as a revenue and as 
a means of attacking the growth of the larger incomes and estates 
and the bigger corporations, but no definition of monopoly. 

Some years ago a tax study was conducted for the Twentieth 
Century Fund by a staff under the direction of Professor Carl 
Shoup, and a peacetime excess profits tax was recommended 
as a means of recapturing excessive monopoly profits.® The 
authors attempted to provide no precise definition of monopoly 
and referred to the characteristic feature of price control and the 
possibility that profits in excess of those needed to induce 
production might be enjoyed by monopolies. They declared, 
“Monopoly powers, however, do not always result in excess 
profits. Sometimes all they can do is to prevent heavy losses from 
competition.” While the authors were unable at the time to 
assemble data showing the extent of monopoly profits, they be¬ 
lieved that monopoly elements were sufficiently pervasive to 
warrant “an attempt to build up an excess profits tax for use in 
peacetime.” 

An excess profits tax was proposed because the authors 
doubted if efforts to prevent monopoly would be very successful. 
Aside from the monopoly issue, it was argued that “certain 
businesses may receive excessive net benefit from governmental 
services.” The authors wanted to apply their excess profits tax 
to both corporate and noncorporate business, to tax earnings 
which over a period of years exceeded rates of return defined 
as fair and varying with the degree of risk encountered on the 
total investment, including borrowed capital, and to impose 
substantial rates only after the practicability of the tax had been 
demonstrated. Each business, so far as possible, was to be taxed 
separately, and it was suggested that “perhaps all firms below 
a certain size, whether incorporated or unincorporated, should 
be exempted—solely because of administrative difficulties.” 

More recently, a monograph of the Smaller War Plants Cor- 

* Facing the Tax Problem. See especially pages 176-78 and 40 g. 11 . 
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poration declared, “In the design of the postwar tax system, 
the achievement of more effective competition should be one 
of the major goals.” Accordingly, the authors asked that special 
attention should be shown for the problems of new and small 
business and that tax discriminations against such business 
should be removed.® In discussing the appropriate role of ex¬ 
cess profits taxation, the authors said, “It should be recognized, 
moreover, that excess profits taxation provides one effective 
method of curbing monopolies or of preventing them from ex¬ 
ploiting their monopoly powers. The present tax is quite evi¬ 
dently not well-suited to this purpose. Nevertheless, those in¬ 
terested in adding another weapon to be used to curb the power 
of giant monopolies would do well to examine the possibility 
of an excess profits tax designed to distinguish legitimate profits 
from monopoly profits and to recapture the latter.” It was sug¬ 
gested that a specific exemption of perhaps $500,000 should be 
allowed, that a very long carry-over of losses and unused excess 
profits credits be provided, that perhaps a flat rate of return of 
10 per cent should be permitted on invested capital, and that a 
Eat tax rate of about 65 per cent be imposed. In favor of such a 
tax it was argued that earnings defined as suggested would 
clearly be excessive and that such taxation would discourage 
monopolies and the exercise of monopolistic powers. 

The Excess Profits Tax and Monopolies 

These proposals for excess profits taxation as a weapon against 
monopoly are general in their approach and leave the practical 
details of tax administration and compliance to be worked out. 
They raise the question, is it feasible to curb monopoly by 
excess profits taxation? Would the taxes proposed be effective 
in checking monopoly? If these taxes were practicable, they 
would hit all excessive profits, however they arose, as they were 
defined. They would not strike monopolies failing to obtain 
excess profits, however high their prices might be and however 

* J. M. Blair, H. R. Bowen, and C. C. Fichtner, Taxation, an economic report 
of the Smaller War Plants Corporation, 1945 . 
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much they restricted production and employment. They would, 
by exempting small business, meet one of the major objections 
to excess profits taxation, namely, that high rates of income are 
most likely to be found, over short periods at least, among the 
successful small enterprises. They would fail to fall upon small 
monopolies, even if they were engaging in practices injurious 
to society. If monopoly is a sin, why go after only the big sin¬ 
ners? There are practical administrative difficulties, to be sure, 
in trying to tax small concerns, and it may also be felt that 
small enterprise generally needs encouragement or that big 
business alone may be a social liability. 

Our experience thus far with excess profits taxation has not 
provided a satisfactory yardstick for the measurement of excess 
profits. Logically, the determination of excess profits should be 
related to the earnings enjoyed upon an investment over a 
period of years. The valuation of investments is a most difficult 
process, however, when it involves many thousands, or hun¬ 
dreds of thousands, of concerns. Investments should be valued 
year by year so that earnings, which are measured in current 
dollars, may be related to investments in current dollars. Be¬ 
fore the investment is valued, it must be decided whether the 
total investment of the creditors and owners, the investment of 
the owners alone, the investment of only the common stock¬ 
holders, or some other aggregate should be considered. What 
should be done with rented property? Should its value be in¬ 
cluded if borrowed capital is included? How should concerns 
that have a relatively small investment and high earnings aris¬ 
ing from personal efforts, superior efficiency, or great risks be 
taxed? Is it fair to relate their earnings to their investment? 
These and other difficult questions arise in the effort to measure 
excess profits in relation to the investment. 

The resort to a comparison of current earnings with those of 
a base period is only a makeshift that does not solve the per¬ 
plexing problems involved in determining excess profits. Some 
concerns may have enjoyed excess profits during the base period, 
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others may have earned abnormally low profits in that period, 
and still others may have come into existence subsequently. So 
many difficulties have been encountered in attempting to relate 
excess profits to the investment and base period earnings that 
we have attempted, through such provisions as the celebrated 
Section 722 of the excess profits tax law, to consider exceptional 
cases on their merits and to develop individualized definitions 
of excess profits. Here, again, our efforts have largely failed, 
and in desperation Congress repealed the wartime excess profits 
tax in 1945. 

We are driven logically to the conclusion that the fairest 
measure of excess profits is theoretically the ratio of earnings, 
over a period of years, to the investment producing those earn¬ 
ings. Aside from the Herculean labor of valuing investments, 
there must be overcome the equally difficult obstacle of deciding 
what is a normal return upon investments if a permanent peace¬ 
time excess profits tax is to be employed. The so-called normal 
return apparently varies among industries and individual 
establishments and possesses disturbingly will-o’-the-wisp like 
qualities. In fairness, the measure of excess profits should be 
tailored according to the peculiar individual characteristics of 
each situation. This, however, would be impracticable. 

The inequalities in excess profits tax burdens have proved to 
be numerous and serious because of the elusive nature of the 
concept of excess profits. An excess profits tax may nurture 
established monopolies and penalize new enterprises and small 
competitors. If an excess profits tax is to be employed to regu¬ 
late monopolies, we must not only determine excess profits, we 
must also measure monopoly profits, unless we wish to assume 
that all profits above a specified norm are socially undesirable 
and should be largely, or entirely, confiscated by taxation. The 
excess profits tax is a cumbersome and inequitable impost in 
practice which lacks the selectivity required for successfully 
searching out antisocial monopolies for special penalties. 

It may be noted here that the progressive personal income 
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tax serves to place burdens upon monopoly income that in¬ 
crease with the amount of such income received by individuals. 
But monopoly income is taxed at the same rates as income from 
other sources. If monopoly income, either as it is produced or 
received, is to be singled out for special treatment, it must first 
be defined. Here, again, we come back to a fundamental ques¬ 
tion, what is monopoly income? Neither the excess profits tax 
nor the personal income tax has furnished an answer to this 
question. This does not mean, of course, that the progressive 
personal income tax is not warranted as a revenue device. 

Taxing Corporate Income At Graduated Rates 

The purpose to regulate monopoly and check the concentra¬ 
tion of corporate and individual wealth and income by taxation 
found its highest expression during the 1930’s. The excess 
profits tax was regarded with favor in some quarters as an anti- 
monopoly weapon, rate graduation was introduced in the fed¬ 
eral corporate income tax, an undistributed profits tax was 
enacted, and steeper income, estate, and gift taxes were adopted, 
primarily to raise revenue but also to retard the concentration 
of economic power. Among the states a crusade against the 
chain stores developed, and a number of discriminatory chain 
store taxes were imposed. 

President Roosevelt was a strong champion of graduated rate 
taxation of corporate income, as previously noted. He and others 
argued that the large income corporations have a higher ability 
to pay taxes than the small income corporations, and should, 
therefore, pay higher tax rates. The size of a corporation’s in¬ 
come does not, however, reveal the rate of return upon its in¬ 
vestment or the size of the incomes of its owners. Many persons 
with modest incomes have bought shares of large income cor¬ 
porations, and many persons with substantial incomes have in¬ 
vested in small income corporations. The argument for rate 
graduation in the corporate income tax on grounds of ability to 
pay confuses corporate with individual income taxation. As 
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among individuals, a higher income ordinarily means a higher 
ability, or taxable capacity. But a small corporation may earn 
relatively more on its investment than a large one, and, as 
stated, its owners may have quite sizeable incomes. 

It is also frequently argued that the benefits that corpora¬ 
tions obtain from government services increase with their in¬ 
come, and, by implication, at least, that they increase faster than 
their income. Such benefits probably do grow with corporate 
income, but a flat rate tax will take a larger toll from the larger 
income corporations. That is, the amount of the tax automati¬ 
cally increases as the income increases. It is not feasible, how¬ 
ever, to measure the general benefits from government services 
that corporations enjoy, and it has not been proved that the 
benefits increase at a progressive rate in comparison with cor¬ 
porate income. 

Both the ability to pay and benefit arguments have been 
illogically advanced to justify graduated corporate income 
taxation. Perhaps they are excuses for measures to obtain in¬ 
creased revenues at the expense of the larger income corpora¬ 
tions, or they may serve as arguments for discriminating against 
the larger income corporations, on the supposition that the 
large corporations are monopolistic and that corporate growth 
should be discouraged. No doubt there is a connection between 
size in business and monopoly power, but bigness does not 
always beget antisocial monopolies nor does smallness always 
mean the absence of monopoly. 

If rate graduation in the corporate income tax is to be 
justified as a measure of social justice, the economic effects of 
such graduation must be found to be socially desirable. This 
suggests the question, is bigness in business undesirable? The 
answer would seem to be, it all depends. Some bigness brings 
important economic advantages to society, other bigness may 
benefit the owners of a business at the expense of society. 
Whether bigness is socially desirable or not must, therefore, be 
related to the individual circumstances of each case. Judgment 
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is called for, and the tax system cannot exercise judgment. There 
is no practicable method by which the bad big business can be 
singled out from the good big business for tax purposes. It is 
not feasible, consequently, to graduate the rates of the cor¬ 
porate income tax according to the social desirability or un¬ 
desirability of corporations, because the amount of the income 
is not a guide to the social correctness of corporate behavior. 
The choice, then, is one of penalizing all business with an in¬ 
come beyond a certain level on the assumption that it is socially 
detrimental to permit incomes to grow beyond that level. If 
this assumption is accepted, why should society not prohibit 
corporate growth directly instead of resorting to taxation to 
confiscate income that is regarded as improper? 

The discussion of rate graduation in the corporate income 
tax thus far has not provided a very convincing case for it. The 
problem may be approached from another angle. If revenue 
needs require a high corporate income tax, such as the 38 per 
cent now imposed on corporations with incomes ill excess of 
$50,000, this high rate may be injurious to the birth and growth 
of small enterprises which do not have alluring profit prospects 
and which lack reserves and ready access to outside capital to 
finance their activities. It is socially desirable, in a competitive 
economy, to have a healthy area of small scale enterprise. Until 
the high corporate tax rate can be lowered to a much more 
moderate figure, it is socially desirable to differentiate the tax 
rates in favor of the smaller income concerns. Later it will be 
helpful to note some of the ways in which tax handicaps to small 
business can be removed. 

Regulating Holding Companies By Taxation 

The agitation during the thirties against big business and the 
search for more revenue led Congress to impose the corporate 
income tax on 15 per cent of the dividends received by one 
corporation from another domestic corporation, and to place 
a penalty tax of 2 per cent upon the filing of consolidated re- 
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turns by affiliated corporations. Both of these measures are 
penalties on intercorporate activity. If the tax upon intercor¬ 
porate dividends is avoided by filing a consolidated return for 
a family of corporations, the 2 per cent tax on consolidated re¬ 
turns is incurred. The revenues raised are relatively small, and 
the question at bottom is regulatory. 

Holding companies may be employed to extend the influence 
of a group of investors and to effect monopoly controls. Some 
holding companies have brought economic advantages to society, 
others economic disadvantages. If holding companies are gen¬ 
erally socially undesirable, they should be outlawed; if not, 
there would seem to be no good reason for imposing a dis¬ 
criminatory tax upon them. The same conclusion would apply 
to the receipt of intercorporate dividends where holding com¬ 
panies are not involved. If the practice is bad, why permit it? 
The taxes upon intercorporate dividends and the filing of con¬ 
solidated returns exert only a slight influence upon corporate 
growth, it would seem, and their value as monopoly controls 
seems to be quite negligible. A complete union of corporate 
entities would obviate the need for holding companies and the 
liability of penalty taxes upon them. Moreover, these taxes do 
not separate the sheep from the goats, they do not segregate the 
socially desirable business practices from the socially unde¬ 
sirable. 


Regulating the Chain Stores 

The effort to check bigness in business manifested itself dur¬ 
ing the 1930’s in the movement against the chain stores as 
monopolistic institutions that were driving their independent 
competitors out of business. Many of the states adopted chain 
store license taxes with rates increasing according to the number 
of the stores operated. Louisiana went so far as to graduate the 
taxes according to the number of stores operated throughout 
the country. The crusade against the chains was partly political 
and partly economic, and was finally carried to Congress. The 
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independent merchants, manufacturers selling through them, 
and others feeling the sting of chain store competition united 
to deal them heavy blows, with some support from the farmers 
and other groups who resented certain of the chain store activi¬ 
ties. It was also argued that the chain stores, because of their 
low inventories, escaped much of the local property tax load 
that the independent merchants had to withstand. 

In the fight against the chains the interests of consumers were 
not considered. If the chains brought them lower prices, it was 
at the expense of the chains’ competitors. Through discrimina¬ 
tory taxation, resale price maintenance, and other measures the 
economic advantages of the chains were to be removed. The 
fact that the chains, as corporations, paid federal and state in¬ 
come taxes that their unincorporated competitors escaped and 
that they paid larger sales taxes because of their greater volume 
was commonly overlooked. When the sentiment against the 
chains demanded heavy punitive taxation in Congress, it met 
the opposition of organized labor and some of the farm groups 
who thought that consumers benefited from the lower prices 
offered by many of the chains. 

No doubt the chain stores, like other lines of business, may 
require governmental regulation to enforce the rules of fair 
competition. But taxation is not an appropriate device for the 
regulation of particular business activities when a high degree 
of selectivity in regulation is required. If the chain stores are a 
social menace, they should be prohibited directly; if they are 
not, they should not be harassed with discriminatory taxation. 
If some chain stores violate the monopoly laws, the regulatory 
commissions and the courts are available to bring them to trial 
before the public. 

The chain stores appear to have made a valuable contribution 
to American merchandising methods. Their social desirability 
or undesirability should be judged primarily by their con¬ 
tribution to consumer welfare. If efficiency in marketing is to 
be penalized, society should not stop with the chains. It should 
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go on to tax the voluntary chains and the more efficient inde¬ 
pendent merchants and manufacturers. Not all chain stores are 
dangerous monopolies, and there seems to be no good reason 
for punishing chain stores in general for the misbehavior of 
certain members of the family. As a matter of fact, the sentiment 
against the chain stores has subsided and the state discriminatory 
taxes are little more than mild irritants that have not altered 
the fundamental structure of distribution. 

Tax Aids To Small Business 

A common thread of thought has run through the minds of 
those persons who wish to employ taxation to check monopolies. 
They have a general purpose to curb the growth of big business 
and to encourage small business and competition. However 
ineffective the tax system may be as a monopoly control, it 
should not be utilized to foster the growth of monopolies or to 
retard the growth of small business. It has been pointed out 
that an excess profits tax may hit small business harder than 
big business and may even strengthen established monopolies. 
The capital stock and declared value excess profits taxes, which 
Congress repealed in the Revenue Act of 1945, were especially 
onerous for small corporations with variable earnings because 
they penalized inaccurate forecasts of future profits. The un¬ 
distributed profits tax of 1936, with rates graduated according 
to the ratio of the profits retained, was also peculiarly oppres¬ 
sive for small corporations because they were most in need of 
reinvestments from their earnings as the cheapest and most 
accessible source of capital. 

The present great bulge in the federal corporate income tax 
rates from 23 per cent on the first $25,000 of income to 53 per 
cent on the next $25,000 for corporations with incomes between 
$25,000 and $50,000 acts as a brake upon corporate expansion. 
A more regular rate graduation should be provided to lessen 
the discriminatory effects of our corporate income taxation. 

Small concerns may also be at a disadvantage in securing ade- 
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quate depreciation and other allowances, in complying with 
the complex income tax law, and in other ways. Tax discrimina¬ 
tions against small business should be avoided, the tax adminis¬ 
tration should not operate to handicap small enterprises, and 
the income tax should be made as simple and convenient as 
possible for the benefit of all taxpayers. Earlier in this paper 
the desirability of moderating the corporate income tax rates 
for the benefit of small concerns, when the maximum rate must 
be high, has been indicated. A longer carry-forward of net 
operating losses, the moderation of the individual income tax 
rates, and the alleviation of the double taxation of dividends 
would also bring important tax benefits to the owners of small 
corporations. 

Many small concerns are well-established and are quite 
profitable. Others are struggling desperately to survive. The tax 
system is not adapted to highly individualized treatment for 
the weak and the strong, for the new and the old, for the small 
and the big enterprises. On the other hand, certain taxes or 
methods of tax administration may favor the large concerns at 
the expense of the small, or the opposite. Social policy does not 
call for tax discriminations against small, new, or competitive 
business, and they should be avoided wherever possible, as 
should any visible tax inducements to monopoly. 

The Protective Tariff and the Trusts 

The protective tariff has often been called the mother-of 
trusts. A protective tariff may remove the sting of foreign com¬ 
petition, but it will not, however, necessarily eliminate competi¬ 
tion within the country. It has been defended on various 
grounds—as an aid to infant industries, a means of promoting 
diversification and national self-sufficiency in industry, a neces¬ 
sary bargaining weapon in international relations, a protection 
against dumping, and so on. It is difficult to reconcile the con¬ 
flicting economic, political, and military arguments involved 
in the issue of protective tariffs. Monopolies that are detrimental 
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to the general social welfare of a nation should certainly not be 
fostered by protective tariffs. But what is good for a nation 
has always been a subject of controversy. Here, again, honest 
and intelligent judgment is demanded if protection is to be 
limited to those instances where it promotes the social welfare. 
Economists have generally frowned upon the use of protective 
tariffs, not only because they may encourage monopolies, but 
also because they tend to obstruct the free flow of trade, raise 
costs for consumers, and stimulate the investment of capital 
and labor in less advantageous lines of industry. Somewhat 
similar results may be produced by the state taxes on alcoholic 
beverages that discriminate against commodities coming in 
from other states for the purpose of protecting home producers. 

Conclusions 

The desire to check antisocial monopolies is commendable. 
The definition of monopoly, for purposes of social regulation, 
has proved to be very elusive, however, and it is questionable 
if the tax system can be employed effectively as a curb upon 
monopoly. Regulation through such agencies as the Federal 
Trade Commission, the Interstate Commerce Commission, and 
the Securities and Exchange Commission, is a more promising 
approach to the baffling monopoly problem. Taxation has been 
proposed as a curb upon monopoly because the police power, as 
it has been administered, has not held monopoly in as close 
check as many of its critics desire. 

The attitude of society toward monopoly has been confusing 
and inconsistent. Some monopolistic practices are encouraged, 
others are discouraged. There has been much railing against 
the concentration of economic power, but on the other hand 
the large corporation seems to be inescapable in certain lines 
of business. It is generally taken for granted that governmental 
regulation is necessary to preserve competition and to enforce 
the rules of fair competition, but taxation has not proved to be 
particularly helpful as a method of business regulation. In 
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addition to singling out the culprits for tax penalties, there are 
further practical problems of tax administration which may be 
serious, as in excess profits taxation. 

The tax system, on the other hand, should not be inconsistent 
with society’s economic and social goals. It should not en¬ 
courage monopoly and discourage competition. Tax handicaps 
to small and new businesses should, so far as possible, be re¬ 
moved. 

The tax student is sympathetic with the purpose to eliminate 
bad business, whether it be called monopoly or be given another 
name. The tax system does not, however, because of its lack 
of selectivity as a regulatory device, appear to be an effective 
medium for checking the particular monopolies which society 
wishes to curb. 
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EFFECT OF SECTION 102 PENALTY ON CURRENT 
ACCUMULATIONS OF CORPORATE EARNINGS 

Thomas N. Tarleau 
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S EVERAL FACTORS of current importance make it ad¬ 
visable to re-examine the penalty surtax, imposed by 
Section 102 of the Internal Revenue Code on corporations with 
respect to accumulations of earnings which may be regarded 
as withheld from distribution through dividends for the pur¬ 
pose of preventing the imposition of surtax on stockholders. 
Prominent among such factors are the drastic reduction in the 
effective rate of corporation tax resulting from the repeal of 
the excess profits tax with respect to 1946 and subsequent tax¬ 
able years, the continued high level of individual surtax rates, 
and the gradual elimination of the many wartime contingencies 
which have in recent years been reflected by special reserves 
from current earnings. Furthermore, the Bureau of Internal 
Revenue has recently evidenced a determination to bear down 
on its enforcement of the Section 102 penalty surtax, and cer¬ 
tain recent decisions seem to increase the area in which such 
tax may be successfully imposed. 

History of Legislative Efforts to Meet Problem of 
Improper Accumulations 

Historically, the Revenue Acts have always attempted to meet 
the problem presented by the avoidance by stockholders of 
individual surtaxes through the retention of earnings in closely 
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held or controlled corporations owning the assets or operating 
the business producing such earnings, and having separate tax¬ 
able entity subject to normally lower tax rates. In the earliest 
legislation, namely, the Tariff Act of 1913 (Section II-A,subd. (2, 
38 Stat. 166) and the Revenue Acts of 1916 (Section 3, 39 Stat. 
758) and 1918 (Section 220, 40 Stat. 1072), the problem was 
met by taxing directly to the shareholders their proportionate 
shares of the current earnings of corporations formed, or availed 
of, for the prohibited purpose of preventing imposition of 
individual surtax. In all later Revenue Acts, the penalty tax has 
been imposed upon the corporation. 

The principal evolution of the relevant legislation has been 
in the form of evidentiary presumption given to the govern¬ 
ment for the purpose of establishing the intent in accumulation 
necessary for imposition of the tax. Originally (in the Tariff 
Act of 1913 and the 1916 Revenue Act), the tax applied only 
with respect to corporations “formed or fraudulently availed 
of” to prevent the imposition of individual surtax, with the 
further specification that a showing that a corporation was a 
mere holding company or that corporate earnings were per¬ 
mitted to be accumulated beyond the reasonable needs of the 
business (with a certification to such effect by the Commis¬ 
sioner) should be prima facie evidence of a fraudulent purpose. 
The 1918 Revenue Act eliminated the word “fraudulent” in 
describing the prohibited purpose, and the 1924 Act (Section 
220, 26 U.S.C.A. 31) removed the requirement for a certifica¬ 
tion by the Commissioner that an accumulation of corporate 
earnings was unreasonable for the purposes of the business. 
Subject to these changes, together with fluctuations in the rate 
of the penalty tax and in the definition of income on which 
the tax was imposed, substantially the same statutory provision 
was continued until the Revenue Act of 1938 (Section 102, 26 
U.S.C.A. 1039), wherein was first provided the further eviden¬ 
tiary presumption in favor of the government found in the 
present law (Section 102 (c), I.R.C.). Such presumption makes 
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the fact that corporate earnings are permitted to accumulate 
beyond the reasonable needs of the business “determinative” 
of the prohibited purpose to avoid individual surtax on share¬ 
holders “unless the corporation by the clear preponderance of 
the evidence shall prove to the contrary.” The legislative history 
underlying the foregoing changes clearly indicates an intention 
on the part of Congress to facilitate the administration of Sec¬ 
tion 102 by the Bureau through progressive relaxation of the 
showing necessary for imposition of the tax. 

Special provisions in the tax law, introduced by the Revenue 
Act of 1937 (26 U.S.C.A. 973, et seq.) and now found in Supple¬ 
ment P of Chapter 1 and Subchapter A of Chapter 2, I.R.C., 
dealing with problems of domestic and foreign personal holding 
companies and taxing these generally on an undistributed 
profits basis, have in recent years effectively restricted the im¬ 
pact of the Section 102 tax to operating companies. Except for 
certain recent cases discussed below the Bureau has, moreover, 
attempted to enforce Section 102 only with respect to closely 
held corporations. 

For reasons previously set forth, the early administration of 
Section 102 by the Bureau was ineffective due to the govern¬ 
ment’s inability to establish the intent with respect to corporate 
accumulations necessary for that tax to apply. 1 

Except where the taxpayer was shown to be merely a holding 
or investment company, the government was successful as a 
rule only in cases where current earnings were shown to have 
been diverted to stockholders by means other than taxable 
dividends, such as loans. 2 

The problem of enforcement was reduced, furthermore, for 

1 Cecil B. DeMille, 31 B.T.A. 1161 (1931), afi'd, 90 F. (2d) 12 (C.C.A. 9th, 
1937); Fisher if Fisher, Inc., 32 B.T.A. 211 (1931), aff’d, 84 F. (2d) 996 (C.C.A. 
2d, 1936). 

2 United Business Corp. of America v. Commissioner, 62 F. (2d) 754 (C.C.A. 
2d, 1933), cert, den., 290 U. S. 635 (1934); A. D. Saenger, Inc. v. Commissioner, 
84 F. (2d) 23 (C.C.A. 5th, 1936), cert, den., 299 U. S. 578 (1936); William C. 
DeMille Productions, Inc., 30 B.T.A. 826 (1934), pet. for rev. dismissed, 80 F. 
(2d) 1010 (C.C.A. 9th, 1934), nonacq ., XIII-2 C.B. 24. 
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the years 1936 and 1937 by reason of the surtax on undistributed 
profits imposed by Section 14 of the 1936 Revenue Act (26 
U.S.C.A. 823, et seq.), which had the purpose of taxing cor¬ 
porations on income not distributed to stockholders in the 
form of taxable dividends. This was true to a less degree in 
1938 and 1939 by the differential provided in Section 13 of the 
1938 Act (26 U.S.C.A. 1004, et seq.) and Internal Revenue 
Code, prior to amendment by Section 201 of the 1939 Act (26 
U.S.C.A. 1168) in the rate of corporation tax applicable de¬ 
pending upon whether, and to what extent, corporate net in¬ 
come was distributed to stockholders within the taxable year. 
Subsequently, the imposition of the excess profits tax during 
the war years 1941 through 1945, by greatly increasing the 
effective rate of corporation tax, minimized the problem of 
Section 102 enforcement. The amendment of the statute, to¬ 
gether with the recent development of circumstances men¬ 
tioned at the outset hereof, places the Bureau in an effective 
position to impose the penalty surtax. 

The present form of Section 102 provides in subsection (a) 
for a surtax on the adjusted undistributed net income of any 
corporation formed, or availed of, for the purpose of preventing 
the imposition of surtax on its stockholders, or the stockholders 
of any other corporation, ^through the medium of permitting 
corporate earnings to accumulate instead of being distributed. 
The tax is assessed at the rate of 271/2 per cent of such income 
not in excess of $100,000 and at the rate of 3814 per cent of 
such income in excess of $100,000. Subsection (b) provides that 
the fact that any corporation is a mere holding or investment 
company shall be prima facie evidence of a purpose to avoid 
surtax on stockholders. Subsection (c) further provides that the 
fact that corporate earnings are permitted to accumulate be¬ 
yond the reasonable needs of the business shall be determina¬ 
tive of a purpose to avoid surtax on stockholders, unless the 
corporation by the preponderance of the evidence prove to the 
contrary. 
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Subjective Intent A Difficulty 

The principal difficulty in the enforcement of the Section lies 
in the subjective intent specified as a requirement for imposition 
of the tax. Such an intent has proved an unsatisfactory standard 
wherever found in the tax law. An attempt is made to offset 
the lack of objective standards by provisions of the two pre¬ 
sumptive rules. The first of these, found in subsection (b), re¬ 
lates to holding and investment companies, which are defined in 
the last paragraph of Section 29.102-2 of Regulations 111, as fol¬ 
lows: 

A corporation having practically no activities except holding property, 
and collecting the income therefrom or investing therein, shall be consid¬ 
ered a holding company within the meaning of section 102. If the activities 
further include, or consist substantially of, buying and selling stocks, securi¬ 
ties, real estate, or other investment property (whether upon an outright 
or a marginal basis) so that the income is derived not only from the in¬ 
vestment yield but also from profits upon market fluctuations, the corpora¬ 
tion shall be considered an investment company within the meaning of 
section 102. 

To the extent that corporations covered by the above definition 
are not classed as personal holding companies and subjected to 
tax as such, the Bureau has usually been able to support the im¬ 
position of surtax under Section 102, relying upon the above 
presumption, in cases where any substantial portions of cur¬ 
rent earnings remain undistributed. 3 

The second rule, found in subsection (c), applies to all cor¬ 
porations and requires a determination in each case as to the 
reasonableness of accumulations of corporate earnings for the 
needs of the particular business. Once such a determination has 
been made in a proceeding under Section 102, it is determina- 

3 United, Business Corp. of America v. Commissioner , 62 F. (2d) 754 (C.C.A. 
2d, 1933) cert . den., 290 U. S. 635 (1934); Williams Investment Co. v U . S., 3 F. 
Supp. 225 (Ct. Cl., 1933); Keck Investment Co. v. Commissioner, 77 F. (2d) 244 
(C.C.A. 9th, 1935), cert, den., 296 U. S. 633 (1935 ); R. L. Blaffer & Co. v. Com¬ 
missioner, 103 F. (2d) 487 (C.C.A. 5th, 1939), cert, den., 308 U.S. 559 (1939); 
A. & ]., Inc., 38 B.T.A. 1248 (1938); The Beim Co. v. Landy, 25 A.F.T.R. 554 (D. 
Minn., 1939), aff'd, 113 F. (2d) 897 (C.C.A. 8th, 1940); Suffolk Securities Corp., 
41 B.T.A. 1161, aff'd, 128 F. (2d) 743 (C.C.A. 2d, 1942), cert, den., 317 U.S. 700 
(1943); Olin Corporation, 42 B.T.A. 1203 (1941), aff'd, 128 F. (2d) 185 (C.C.A, 
7 *, 194s). 
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tive of the prescribed purpose lacking the introduction by the 
corporation of a clear preponderance of the evidence to the con¬ 
trary. The Commissioner’s regulations (Regulations in, Sec¬ 
tion 89.102-3) undertake to set forth certain applications of 
corporate earnings which will be regarded as reasonable in a 
determination as to whether the Section 102 tax applies. Sec¬ 
tion 29.102-3 provides: 

Unreasonable accumulation of profits.—An accumulation of earnings 
or profits (including the undistributed earnings or profits of prior years) 
is unreasonable if it is not required for the purposes of the business, con¬ 
sidering all the circumstances of the case. It is not intended, however, to 
prevent accumulations of surplus for the reasonable needs of the business 
if the purpose is not to prevent the imposition of the surtax. No attempt is 
here made to enumerate all the ways in which earnings or profits of a 
corporation may be accumulated for the reasonable needs of the business. 
Undistributed income is properly accumulated it retained for working 
capital needed by the business; or if invested in additions to plant 
reasonably required by the business; or if in accordance with contract 
obligations placed to the credit of a sinking fund for the purpose of 
retiring bonds issued by the corporation. The nature of the investment 
of earnings or profits is immaterial if they are not in fact needed in the 
business. Among other things, the nature of the business, the financial 
condition of the corporation at the close of the taxable year, and the use 
of the undistributed earnings or profits will be considered in determining 
the reasonableness of the accumulations. 

The business of a corporation is not merely that which it has previously 
carried on, but includes in general any line of business which it may 
undertake. However, a radical change of business when a considerable 
surplus has been accumulated may afford evidence of a purpose to avoid 
the surtax. If one corporation owns the stock of another corporation in 
the same or a related line of business and in effect operates the other 
corporation, the business of the latter may be considered in substance 
although not in legal form the business of the first corporation. Earnings 
or profits of the first corporation put into the second through the purchase 
of stock or otherwise may, therefore, if a subsidiary relationship is estab¬ 
lished, constitute employment of the income in its own business. Invest¬ 
ment by a corporation of its income in stock and securities of another 
corporation is not of itself to be regarded as employment of the income in 
its business. The business of one corporation may not be regarded as 
including the business of another unless the other corporation is a mere 
instrumentality of the first; to establish this it is ordinarily essential that 
the first corporation own all or substantially all of the stock of the second. 

Although the factor is not mentioned in the statute or regula- 
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tions, the Bureau until certain recent decisions discussed below 
has attempted to impose Section 102 surtax only on closely held 
operating companies. As to such corporations, the Regulations 
roughly parallel the various relevant decisions. The govern¬ 
ment, after some difficulty in the intermediate courts, procured 
two favorable decisions 4 by the Supreme Court upholding im¬ 
position of the tax on operating companies. Both such decisions 
involve one-man corporations. 

The facts in the National Grocery Co. case disclose that the 
taxpayer, wholly owned by one individual, was engaged in the 
operation of chain stores. During the taxable year, and several 
preceding years, the corporation accumulated substantially all 
its earnings, some four-fifths of which were used to increase its 
investments in enterprises in no way related to its principal 
business. The taxpayer did show, however, that an expansion 
of the business had taken place over these years which might 
account for some 40 per cent of the earnings accumulated. The 
sole stockholder, in addition to receiving a substantial annual 
salary from the corporation, had borrowed large sums from 
the corporation over the period. It was demonstrated that such 
stockholder’s individual surtax had been maintained at a mini¬ 
mum over the period by the accumulation of corporate earn¬ 
ings. After disposing of certain constitutional objections raised 
by the taxpayer with respect to Section 102, the Supreme Court 
held that there was ample evidence to support the initial find¬ 
ings of the Board of Tax Appeals that the accumulation of 
corporate earnings during the taxable year was unreasonable 
for the purposes of the taxpayer’s business and that, aside from 
the presumption prescribed in subsection (b) of Section 104 
of the Revenue Act of 1928 (which corresponds to the present 
Section 102), the purpose of the accumulation was to avoid the 
imposition of individual surtax on the sole stockholder. In ad¬ 
dition to stating that no conceivable expansion anticipated by 

4 Helvering v. National Grocery Co., 304 U.S. 282 (1938), rehear., den., 305 
U.S. 669 (1938), and Helvering v. Chicago Stockyards Co., 318 U.S. 693 (1943). 
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the taxpayer could have utilized the amount of surplus repre¬ 
sented by the accumulation of current earnings, taken in con¬ 
nection with prior such accumulations, the opinion pointed out 
that the business would have been equally as well protected 
against any unexpected demands for capital and assured cap¬ 
ital for any possible expansion through the sole stockholder’s 
ownership of the investments represented by the corporation’s 
accumulated surplus. 

In the Chicago Stockyards Co. case, the Supreme Court found 
it unnecessary to consider the government’s contention that the 
taxpayer was a mere holding company, as found by the Board 
of Tax Appeals, in view of its decision that the facts supported 
the further finding of the Board that current earnings had been 
accumulated during the taxable years beyond the reasonable 
needs of the business. Such determination of fact, particularly 
in view of the further presumption of prohibited purpose ap¬ 
plying in such circumstances, led the Court to conclude that 
the taxpayer had been availed for the purpose of the'imposition 
of individual surtax upon its sole stockholder. The taxpayer 
argued that the purpose underlying the accumulation of cor¬ 
porate earnings was to place it in a position to effect the refi¬ 
nancing of the corporate enterprise of which the taxpayer 
formed an integral part. It further argued that the completion 
of the refinancing was necessary within a definite further term 
inasmuch as the corporate charter of the taxpayer’s subsidiary, 
which was the basic corporate enterprise, had a definite ex¬ 
piration date. 

The Court answered such argument by stating that the 
taxpayer’s sole stockholder, if in receipt of distribution of 
its earnings, could equally well have turned such earnings 
into invested capital for the purpose of the proposed refinancing 
and that, furthermore, the plan of accelerated accumulations 
to accomplish the refinancing within a definite term was un¬ 
necessary in that the corporate charter in question was subject 
to renewal upon its expiration. 
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Factors Which Must Be Given Consideration 

Subsequent decisions of the Tax Court and Circuit Courts 
of Appeal have followed generally the principles applied in 
the foregoing cases. It has become obvious that certain factors 
must be given consideration in respect of closely held oper¬ 
ating companies if current corporate earnings are to be ac¬ 
cumulated without substantial risk of tax under Section 102. 

1. Loans to Stockholders 

Payment to stockholders, their families, or unrelated enter¬ 
prises of stockholders, through the medium of loans or ad¬ 
vances, in amounts substantially equivalent to undistributed 
earnings will probably be considered sufficient evidence of an 
unreasonable accumulation. 5 The same unfavorable construc¬ 
tion may not be given such factor if prompt repayment of such 
loans is reasonably anticipated and made. 8 

2. Investments Unrelated to Business 

The application of undistributed current earnings, together 
with prior accumulations, to investments unrelated to the tax¬ 
payer’s business is generally regarded as unreasonable and indic¬ 
ative of the prohibited purpose, unless shown to be incident 
to and in anticipation of some reasonable definite business con¬ 
tingency or plan for proposed capital expenditures. 7 


tWilkerson Daily Corp., Ltd., 42 B.T.A. 1266 (1941), aff’d, 125 F. (2d) 998 
(C.C.A. 9th, 1942); Wilson Bros. & Co. v. Commissioner, 124 F. (2d) 606 (C.C.A. 
9th, 1941); McCutchin Drilling Co., 2 T.C. 1269 (1943), aff’d, 143 F. (2d) 480 

(C.C.A. 5th, 1944); M. Greenspun, et al., T. C. Memo. Dec., April 12, 1944 

(Docket Nos. 108233, 10 944 1 an d 112644), aff’d, F. 156 (2d) 917 (C.C.A. 5th, 

1946); Whitney Chain 6* Mfg. Co., 3 T.C. 1109 (1944) aff’d, 149 F. (2d) 936 

(C.C.A. 2d, 1945); John F. Boyle Co., T.C. Memo. Dec., December 29, 1944 
(Docket No. 1612); Christmann Veneer & Lumber Co., T. C. Memo. Dec., May 16, 
1945 (Docket No. 4916). 

• Walkup Drayage & Warehouse Co., et al., T.C. Memo. Dec., June 25, 1945 
(Docket Nos. 3271 and 3272). 

7 Helvering v. National Grocery Co., supra; Wilson Bros. & Co. v. Commis¬ 
sioner, 124 F. (2d) 606 (C.C.A. 9th, 1941); Medical Arts Hospital of Dallas, 1. 
T.C. 1215 (1943), aff’d, 141 F. (2d) 404 (C.C.A. 5th, 1944); McCutchin Drilling 
Co., supra; Gibbs & Cox, Inc., 2 T.C. 1268 (1943), aff’d, 147 F. (2d) 60 (C.C.A. 
2d, 1945); M. Greenspun, et al., supra; Albert L. Allen Co., Inc., T.C. Memo. 
Dec., November 25, 1944 (Docket No. 112025); Semagraph Co. v. Commissioner, 
152 F. (2d) 62 (C.C.A. 4th, 1945). 
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5. Business Contingencies 

Where the contingency affecting the business is considered 
reasonable, and the amount accumulated in anticipation there¬ 
of not excessive, imposition of the tax has not been sustained. 8 
The contingency must be reasonably convincing, however, for 
the accumulation to be sustained. Thus, in Albert L. Allen Co., 
supra, the Tax Court was not impressed with the taxpayer’s 
argument that its principal source of insurance business would 
be lost by reason of proposed changes in the Pennsylvania un¬ 
employment insurance law. 

4. Expansion or Modernization 

A showing by the taxpayer that accumulations of earnings are 
to meet the requirements of definite expansion or moderniza¬ 
tion programs, including the need for additional working 
capital to meet increased volume of business, is deemed suf¬ 
ficient to avoid imposition of the tax. 9 Unless there is an im- 


8 Wean Engineering Co., Inc., 2 T.C. 1270 (1943) (reserve to protect customer 
against liability for patent infringement); R. C. Reynolds, Inc., 44 B.T.A. 356 
(1941), acq., 1941-r C.B. 10 (previous record of consecutive losses); Plant Ship¬ 
ping Co., Inc. 46 B.T.A. 1281 (1942) (strong financial position essential for 
anticipated government shipping operations); L. R. Teeple Co., 47 B.T.A. 270 
(1942), acq., 1942-2 C.B. 18 (probability of requirements for moving plant to 
retain single customer or for funds to replace lost business); Metal Moulders 
Corp., 1 T.C. 1215 (1943) (demands of principal customers and reserve for 
construction of building to replace leased quarters); Smokeless Fuel Co., 2 T.C. 
1269 (1943) (reduced earnings, uncertain industrial outlook, difficulty of agencies 
in holding sales contracts and cash requirements for anticipated obligations and 
aid to producers); R. C. Tway Coal Sales Co. v. U. S., 3 F. Supp. 668 (Ct. Cl., 
!933), aff’d, 75 F. (2d) 336 (C.C.A. 6th, 1935) (excessive current accounts re¬ 
ceivable more than capital and surplus combined.) 

• California Motor Transport Co., Ltd., et al., 1 T.C. 1213 (1943) (purchase 
of needed additional equipment and facilities); Wean Engineering Co., Inc., 
supra (technological development in industry required equipment for new 
method of manufacture); T. Smith & Son, Inc., 2 T.C. 1269 (1943) (new and 
additional equipment needed by stevedoring firm to handle new types of cargo 
and increasing business); Baker & Co., Inc., T.C. Memo. Dec., September 23, 
1943 (Docket No. 111870); Lane Drug Co., T.C. Memo. Dec., April 26, 1944 
(Docket No. 1140) (expanding drug store chain endeavoring to purchase addi¬ 
tional stores and warehouse facilities and needing larger inventory); General 
Smelting Co., 4 T.C. 313 (1944), acq., 1945-2 I.R.B. 11932 (wartime business ex¬ 
pansion and plant modernization plan); The Syracuse Stamping Co., T.C. Memo. 
Dec., April 9, 1945 (Docket No. 4025) (increased inventories required for ab¬ 
normal business volume); Walkup Drayage & Warehouse Co. et al., supra 
(accumulation for heavy purchases of equipment in anticipation of impending 
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mediate application of accumulated funds to the acquisition of 
operating assets, the taxpayer is, however, subject to the sub¬ 
stantial risk of having his proposed capital expenditures re¬ 
garded as too nebulous to sustain the accumulation. 14 As indi¬ 
cated in various of the foregoing cases, the Tax Court will, with 
occasional misgivings as to the admissibility of such evidence, 
often look at actual developments in years subsequent to the 
taxable year in its determination as to the reasonableness of the 
accumulation for such taxable year. 11 With the end of the war, 
most of the restrictions, such as priorities, have gradually been 
eliminated, and, as a result, actual investment of earnings ac¬ 
cumulated for expansion or modernization programs in op¬ 
erating assets, or the placing of commitments for such acquisi¬ 
tion, will undoubtedly be considered material by the courts 
in Section 102 cases. 

The extent to which the taxpayer may justify accumulations 
for investment in new or related enterprises under Section 102 
is far from clear. Where the relationship of such an enterprise 
is to the taxpayer’s stockholders and not to the taxpayer’s busi¬ 
ness itself, the accumulation has been held unauthorized. 14 On 


war shortage); The Universal Steel Co., 5 T.C. 627 (1945), acq., 1945-21 I.R.B. 
12153 (reserve for needed equipment not presently but potentially available under 
war priorities). 

10 Whitney Chain & Mfg. Co., supra (need for accumulation to expand plant 
facilities negatived by other applications of funds so as to be unavailable for 
expressed purpose); John F. Boyle Co., supra (expansion proportionate to 
sales increase accomplished; long standing modernization plan unexecuted); 
Christmann Veneer & Lumber Co., supra (no retention of accumulated funds 
in form readily available for alleged needs of business); Semagraph Co. v. Com¬ 
missioner, supra (alleged need for funds to develop and improve invention 
negatived by other purposes attributable to sole stockholder); see also Trico 
Products Corporation cases discussed below. 

11 Coca-Cola Bottling Works v. U.S., 53 F. Supp. 992 (D. Tenn., 1944) (plant 
additions required by expanding business made shortly after taxable year); 
Litchfield Creamery Co., 2 T.C. 1268 (1943) (do). 

12 Medical Arts Hospital of Dallas, supra (accumulations to finance invest¬ 
ment company dominated by taxpayer’s principal stockholder); McCutchin 
Drilling Co., supra (credits extended by taxpayer, a driller of oil wells, to sole 
stockholder, its principal customer, in form of cash, loans, supplies and drilling 
services); Whitney Chain & Mfg. Co., supra (large investment in unrelated 
machinery manufacturing corporation in which taxpayer had controlling in¬ 
terest through prior settlement of indebtedness and which operated in plant 
leased from taxpayer). 
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the other hand, investments in or loans to affiliates, or other cor¬ 
porations which serve the taxpayer’s own interests as distinct 
from the interests of stockholders, have been sustained. 13 

5. Retirement or Reduction of Capital 

Accumulations of current earnings for retirement of in¬ 
debtedness or other fixed obligations in accordance with the 
terms thereof have been sustained. 14 Section 29.102-3 of Regula¬ 
tion 111 specifically recognizes that undistributed income is 
properly accumulated if in accordance with contract obligations 
credited to a sinking fund for the retirement of the taxpayer’s 
bonds. The effect of voluntary prepayment or acceleration of 
payments does not appear to have been passed on. Where earn¬ 
ings were accumulated in anticipation of requirements in the 
following year for the retirement of preferred stock, pursuant to 
provisions of a sinking fund waived for the current year to al¬ 
low repayment of borrowed moneys, the tax was not imposed. 15 
But, where the taxpayer voluntarily used accumulated earnings 
to purchase all its outstanding preferred stock, the Tax Court 
recently held that such application of funds showed the ac¬ 
cumulations to be beyond the reasonable needs of the business. 16 
The Bureau had previously ruled to the same effect with re¬ 
spect to a retirement of common stock. 17 In Syracuse Stamping 
Co., supra, an accumulation was held proper despite the fact that 
surplus from prior accumulations represented, in large part, 
treasury stock. 

6 . Reinvestment by Stockholders as Alternative 
to Accumulation 

In several cases the government has urged that, accepting the 

I* Smokeless Fuel Co., supra (financial aid to producers of soft coal for 
which taxpayer acted as selling agency); Baker & Co., Inc., supra (investments 
in affiliated companies). 

14 Sauk Investment Co., 34 B.T.A. 73a (1935), nonacq., 1936-2 C.B. 45 (pay¬ 
ment by taxpayer on contracts tor purchase of stock not completed). 

1* Walkup Drayage & Warehouse Co., supra. 

!• W . H. Gunlocke Chair Co., 2 T.C. 1268 (1943), aff'd, 145 F. (2d) 791 
(C.C.A. 2d, 1944). 

w O.D. 360, 1920—1 C.B. 25; S.O. 144, 1922—2 C.B. 4. 



PENALTY ON CURRENT ACCUMULATIONS 123 

fact that various business considerations make it desirable for 
current earnings, at least in so far as represented by liquid assets 
to be retained in the business, such result may be accomplished 
by distributing such earnings by other means. Several pro¬ 
cedures have been suggested in the cases whereby the purpose 
of Section 102 to place taxable dividends in the hands of stock¬ 
holders would be achieved. The principal case in this connec¬ 
tion is Whitney Chain & Mfg. Co., supra, where the Second Cir¬ 
cuit agreed with the taxpayer’s reasons for the retention of earn¬ 
ings, namely, an expansion program, but affirmed the Tax 
Court’s decision that accumulation thereof was improper un¬ 
der the circumstances. The opinion pointed out three different 
ways in which the retained earnings could have been distributed 
in taxable dividends without impairing the taxpayer’s capacity 
to carry out its projected program of wartime expansion: (1) 
by declaring cash dividends conditioned upon the stockhold¬ 
ers applying the sums received in reduction of their indebted¬ 
ness to the taxpayer; (2) by cancellation of debts of stockholders 
to the extent of the retained earnings; and (3) by declaration of 
a dividend in kind representing shares of stock of another but 
unrelated manufacturing corporation owned by the taxpayer. 
Where any of the above circumstances exist in cases under 
consideration, the foregoing decision must be carefully weighed. 
It appears, in general, however, that from the cases referred to 
above, if the reasonable needs of the business can be shown to en¬ 
compass the retention of current earnings, accumulation of 
such earnings will be sustained despite the possibility of alterna¬ 
tive methods of financing. 

7. Publicly Held Operating Companies 
Whereas the foregoing decisions, without exception, involved 
closely held corporations, where the probability was consider¬ 
able that any decision as to the accumulation or distribution 
of corporate earnings would be influenced by the resulting 
effect on individual surtax payable by stockholders, two recent 
cases deal with a situation involving a relatively large public 
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ownership of stock. In these cases, 18 during the several taxable 
years involved substantial proportions of current earnings had 
been accumulated for what the taxpayer contended were good 
and sufficient business reasons. It was shown that approximate¬ 
ly 30 per cent of the corporation’s stock was held by the public 
and that at least one member of the Board of Directors was un¬ 
questionably disinterested from the standpoint of the stock¬ 
holders. The taxpayer advanced certain unique features of its 
business as reasons justifying the accumulations which the gov¬ 
ernment sought to tax under Section 102. It pointed out that 
in an earlier year the corporation had been refinanced in such 
a manner that shares were distributed publicly at prices far in 
excess of the book value of underlying assets and subject to an 
agreement restricting further changes in capitalization, in¬ 
cluding borrowing of additional money, as well as dividends on 
shares retained by the former sole stockholder. Such restrictions 
could only be removed by substantial increases in corporate 
earnings per share of stock. The taxpayer also contended, with 
ample proof, that its business had been developed upon the 
basis of a single product protected by a basic patent which ex¬ 
pired at a definite future year and that accumulations of cur¬ 
rent corporation earnings were designed, in great part, to pro¬ 
vide funds with which to meet competition and to develop new 
products so as to maintain the corporation’s position after such 
patent expired. Other factors raised by the corporation to jus¬ 
tify the accumulations were certain anticipated federal income 
tax deficiencies, with substantial interest thereon, the need for 
ample surplus to satisfy its principal customers that its output 
would continue to be satisfactory in both quality and quan¬ 
tity, the maintenance of a fund for the defense of possible patent 
infringement claims, which defense it was obligated to under¬ 
take by agreement with customers, and the provision of capital 
for the natural growth of the business. 

1 *Trico Products Corporation v. Commissioner, 137 F. (ad) 434 (C.C.A. ad, 
1943), cert, den,, sao U.S. 799 (1944), and Trico Products Corporation v. 
McGowan, 67 F. Supp. 311 (W.D.N.Y., July 3, 1946). 
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The substance of the decisions was that the Commissioner 
had introduced evidence sufficient to support the Tax Court’s 
findings that the taxpayer had the prohibited purpose in ac¬ 
cumulating its earnings during the taxable years and that the 
existence of such a purpose, though it was not the dominant 
purpose, was sufficient to justify imposition of the tax. A fac¬ 
tor considered important in each decision, was that the corpora¬ 
tion had applied a considerable portion of the accumulated 
earnings to build up a security investment account as against 
the application of such funds to increase its operating assets. 
It is important to note that the decisions, particularly that of 
the District Court, directly considered the fact that at least one 
wholly disinterested director had voted for the accumulations 
and concluded that such directors may well be more conserva¬ 
tive in distribution of corporate earnings than the statute per¬ 
mits. With respect to the plans for expansion of the corpora¬ 
tion’s business, the decisions pointed out that, in order to jus¬ 
tify the accumulation of corporation earnings for such purpose, 
the taxpayer must show the accumulations to be reasonable in 
amount in relation to some formulated plan of expansion ex¬ 
isting during the taxable years in question. 

The implications of the decisions in the Trico Products 
Corporation cases are widespread, in that they open to the 
Bureau the imposition of Section 102 surtax on earnings 
accumulated by publicly held operating companies with rela¬ 
tively no protection resulting from the fact that the boards of 
directors of such companies include individuals clearly dis¬ 
interested from the standpoint of controlling stockholders. The 
problem is particularly acute in companies where the man¬ 
agement and directors may be considered to represent, directly 
or indirectly, substantial stockholders who would benefit by 
accumulation of corporate earnings through reduced individual 
surtaxes. Where this situation exists, disinterested directors 
are presented with the serious question of whether minority 
stockholders may not subject them to legal liability, where 
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Section 102 penalty surtaxes are imposed upon corporations, 
upon the ground that their determinations in respect of ac¬ 
cumulations were improper. There should be considered in 
this connection the probability that there exists today a rather 
widespread purpose to reduce individual surtax liability of 
stockholders through accumulation of corporate earnings inas¬ 
much as the surtax rate on even moderate individual incomes 
exceeds the effective corporate rate. 

Conclusion 

The current attitude of the Bureau is indicated by inclusion 
in the 1946 corporation income tax return (Form 1120) of a 
specific question (question 8, page 3) as to whether distribu¬ 
tions to stockholders (total of line 1 of Schedule M, page 4) 
are in excess of 70 per cent of earnings for the taxable year. In 
cases where distributions do not equal 70 per cent, the tax¬ 
payer is requested to state reasons for its retention qf earnings. 
Instruction J applicable to the return, states that such question 
is designed to afford the taxpayer retaining a substantial por¬ 
tion of its earnings the opportunity to indicate the business 
needs, legal requirements, or other reasons, for the retention of 
such earnings. 

The cases decided to date include, in general, the standards 
by which accumulations will be judged to determine whether 
or not they conform to the reasonable needs of the business. 
The survey of recent cases contained in an article 1 ® by Mr. 
Robert Holzman indicates the particular necessity of a valid 
business purpose or proved plan of expansion in order for 
earnings accumulation to be free from tax under Section 102. 
The cases further point out the advisability of the prompt in¬ 
vestment or commitment of funds representing earning ac¬ 
cumulations in operating assets or, where such current invest¬ 
ment is not possible due to restrictions on the availability or 

- f 

m “Impact of the War’s End Under Section 10a” Taxes, XXIV (January, 1946). 
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use of necessary materials, the retention of funds in a form avail¬ 
able for such purpose. It is not completely clear to what extent 
the availability of alternate methods of financing will affect a 
determination under Section 102. The consequences of any 
doctrine having the effect of discouraging financing of current 
business, or expansion thereof, through retaining corporate 
earnings represents a serious problem of economic policy which 
it is not conceived that the Bureau intends to undertake within 
the near future through the medium of Section 102. 

In the case of corporations with substantial public ownership 
and having disinterested directors, current accumulations of 
corporate earnings will, undoubtedly, be reviewed with the 
idea of effecting distributions of such earnings adequate to 
avoid the imposition of the Section 102 tax, particularly in 
view of the possibility that directors may be subject to suit 
by minority stockholders in case the tax is imposed. With re¬ 
spect to closely held corporations, however, where the problem 
of minority stockholders is not present, it has been pointed 
out in a recent article, 20 that the eventual tax costs to the cor¬ 
poration and its stockholders, taken together, resulting from 
imposition of the Section 102 penalty tax may not be sub¬ 
stantial, at least on certain assumptions. It is there emphasized 
that the actual penalty on stockholders from the Section 102 tax, 
is not the rate of such tax applied to the undistributed earnings, 
but rather such rate applied to the portion of such earnings 
which would be retained by stockholders if the earnings were 
distributed to them and subjected to individual surtax. Further 
reductions in the actual penalty may result if the undistributed 
earnings, reduced by the Section 102 tax, are distributed in 
later years when individual surtax rates have receded from 
presently high levels, or if such earnings are distributed in the 
form of liquidating dividends subject to tax at the capital gain 
rate. 

Where the individual stockholders are in surtax brackets in 

20 Richard F. Barrett, “The Section 102 Penalty/’ Taxes, XXIV (July, 1946). 
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excess of the rate of Section 102 tax applicable in the case of an 
accumulation of earnings held to be unreasonable, there is, of 
course, an immediate tax benefit through the accumulation 
rather than distribution of earnings. Thus, in Southlands In¬ 
dustries, Inc., T. C. Memo. Dec., October 31, 1946 (Docket No. 
3387), although the taxpayer lost the decision in respect of 
Section 102 liability, the facts show that the Section 102 sur¬ 
tax amounted to $21,731.37, whereas, if the corporation had 
distributed the accumulated earnings to avoid incurring such 
tax, its sole stockholder would have incurred an additional 
$43,476.22 in individual surtax. The stockholder, however, is 
still subject to individual income tax on the net profit retained 
by the corporation when and if it is distributed as a taxable 
dividend. Should it be used to carry the corporation through a 
period of profitless competition or a future depression, it is 
possible that no further tax would be incurred. Since the tax¬ 
able year, namely 1940, involved in the foregoing decision, 
individual surtax rates have increased more than Section 102 
surtax rates, which increases the relevance of such a considera¬ 
tion. 

It cannot be questioned, in conclusion, that despite certain 
statements by officials of the Bureau to the effect that it intends 
to make no changes in the administration of Section 102, cir¬ 
cumstances resulting primarily from more general considera¬ 
tions make the problem of acute importance at the present time. 
With the lapse of considerable time since the end of the war, 
the purposes underlying various war reconversions have largely 
been met. In general, corporate earnings have remained at a 
fairly high level, and the tendency to allow their accumulation 
rather than distribution in taxable dividends is increased by the 
removal of the corporation excess profits tax at a time when 
individual surtax rates remain high. The statutory burden to 
be met by a corporation when the Bureau attempts to impose 
a surtax under Section 102, is heavy. All current accumulations 
should be carefully examined and dividend policies determined 
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only after calculations of the risk under Section 102. If the 
Bureau engages in any widespread attempt to impose the 
tax with respect to publicly held companies, at least in cases 
where the management and directors may be shown to have 
exercised independent judgment, it may well be that the law 
should be amended to place a burden on the government, 
similar to that applying in fraud cases, with respect to the 
unreasonableness of accumulations by such companies. 



CHAPTER X 


DEDUCTIONS FOR INTEREST AND DIVIDENDS 
M. L. Seidman 

Seidman if Seidman 

T HE MANNER in which our tax laws presently treat 
corporate interest and dividends is responsible for some 
major distortions in tax effect, and for some gross dislocations 
in our corporate economy. 

As we all know, interest paid by a corporation goes to reduce 
its taxable income. Not so with dividends. The effect, there¬ 
fore, is that profit made for account of the bondholder is taxed 
only to the bondholder, whereas profit made for account of the 
stockholder is first taxed to the corporation and what is left of 
the profit and distributed is then again taxed to the stockholder, 
a clear case of double taxation if there ever was one. 

Present Double Taxation 

Under the present setup the stockholder, in most cases, first 
pays a 38 per cent tax through the corporation, then pays a 
progressive tax, up to 86 per cent, on what is left of the profit 
and distributed to him. It should be noted, also, that the 38 per 
cent which is clipped off from every dollar of his profit is 
applied uniformly to every stockholder’s share whether his 
personal income be large or small, or whether or not he would 
otherwise be subject to tax at all. The principle of ability to 
pay, which is supposed to be so outstandingly characteristic of 
the income tax, thus falls by the wayside and the felony of 
disproportionate taxation is doubly compounded. 

That, in a word, is the stockholder’s side of the problem. 

130 
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The corporation, from its point of view, is obviously encour¬ 
aged to capitalize by way of interest-bearing securities rather 
than by way of dividend-paying common or preferred stocks. 
For, assuming a fixed dividend policy equivalent, at least, to an 
interest return to the investor, the corporation obviously stands 
to gain the difference in tax effect as between interest and 
dividend payments. 

Under the present arrangement, with a tax rate of 38 per 
cent, in order to pay $100 of interest, the corporation needs to 
earn only the $100, but in order to pay $100 in dividends it must 
earn $161.29. For, the tax on $161.29 at 3^ per cent is $61.29, 
leaving $100 net for distribution. The corporation thus has a 
strong incentive to borrow, rather than to operate with equity 
capital. And what that means, in terms of top-heavy, debt-ridden, 
corporate financial structures, is undoubtedly still fresh in our 
minds from our experience of the early thirties. We have 
learned by sad experience that inordinate debts accentuate de¬ 
pressions just as they add fuel to business booms. 

In discussing this matter of tax duplication it should, in 
fairness, be pointed out that the duplication applies only when 
both the corporation and the stockholder pay a tax on the 
same income. If the stockholder, for one reason or another, pays 
no tax, there is no duplication. That, of course, is true when the 
stockholder is one of the many charitable, educational, elee¬ 
mosynary, civic, or other institutions that are now exempt 
from income taxation. But here the effect is indirectly to tax 
the income to the exempt institution if it is in the nature of 
a dividend, but not to tax it if it is in the form of interest. The 
effect is the same also in the case of an individual stockholder 
whose exemptions or deductions exceed his taxable income. 
In these cases, therefore, there is a tax imposed indirectly, where 
the expressed intention of Congress is not to impose a tax, 
at least directly. 

Suggested Solutions 

The entire situation obviously needs correction, both from 
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the stockholder’s as well as from the corporation’s point of 
view. The solutions that have been suggested from time to 
time range from the one extreme of completely exempting div¬ 
idends in the hands of stockholders, to the other extreme of 
completely exempting the corporation from tax on its profits. 

A middle ground suggested is that a corporation be taxed as 
such, but that the tax paid by it on its income be taken into 
account when taxing the individual stockholder. This middle 
ground has, itself, many ramifications and we run into some of 
them in a consideration of the interest versus dividend problem, 
just as we do when we consider the broader problem of how 
corporations, as such, should be taxed. 

One proposal is to permit corporations to deduct dividends, 
just as they now deduct bond interest, in arriving at taxable 
income. The corporation would then, in effect, be taxed only 
on what income it does not distribute. This would not, however, 
be the same as our recent ill-fated undistributed profits tax, 
since that tax was superimposed on all other corporate income 
taxes. 

Yet, such an arrangement would tend to influence dividend 
policies unduly on the part of management. On the govern¬ 
ment’s part, it would undoubtedly tend to influence the fixing 
of corporate rates high enough to compel complete distribution 
of profits. The stockholder under this arrangement, at least 
from a tax angle, would be pretty much in the same position 
as a partner, if all current income of the corporation were dis¬ 
tributed. For, a partnership today is not taxed at all. Instead 
the partners are taxed on their full share of profit, whether 
distributed or not. 

In considering the feasibility of treating corporations as 
partnerships for tax purposes, one cannot generalize. Out of 
some 475,000 corporations filing income tax returns, a very 
small number are publicly owned. The rest are privately owned 
businesses, actually operated more or less like partnerships. If, 
therefore, the option were given corporations to be treated 
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as partnerships for tax purposes, it is likely that the great 
majority of them would exercise that option. To that extent 
at least, the problem of double taxation would be avoided. 

The present English system was probably evolved as a 
compromise between the two extremes of not taxing the cor¬ 
poration at all and taxing its income twice. It amounts to a 
withholding tax on earnings distributed and an advance tax 
payment for account of the stockholders on earnings not dis¬ 
tributed. If all earnings are distributed, the stockholder thus 
obtains full credit for the entire tax which the corporation 
pays in the first instance. 

The British system has worked fairly well because there is 
correlation between the individual income tax rate and the 
corporate tax rate. Under our own disproportionate rate 
structure, if we were to allow dividends to carry with them a 
38 per cent tax credit, all taxpayers in this country with in¬ 
comes of less than $10,000 would not only completely escape the 
tax on dividends but would be entitled to refunds. There would 
then be an incentive to buy equity securities for the very tax 
credit which dividends would bring. These tax credits would 
then be used either to reduce or eliminate their entire tax on 
salary and other income, or to obtain an actual cash refund. 

Since about 98 per cent of our income tax payers report in¬ 
comes of less than $10,000 the magnitude of the problem of han¬ 
dling these tax credits and refund adjustments would itself be a 
deterrent to the adoption of the plan. But of greater importance 
would be the artificiality with which equity security ownership 
would be cloaked in relation to the tax credit features. It is 
doubtful whether the advocates of this system have given suffi¬ 
cient consideration to this factor. 

Under the English system, the basic tax rate is 50 per cent 
for both the individual and the corporation, whereas in our 
own case it is 38 per cent to the corporation as against 19 per 
cent at the lowest combined normal and surtax rate to the 
individual. 
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Conclusions 

This brings me to my own conclusions on this very con¬ 
troversial subject. For many years prior to 1936, a corporation 
paid no surtax, and its normal tax was synchronized with the 
normal tax rate paid by the individual. Dividends also were 
tax free to a corporation. Corporate dividends were thus free of 
normal tax in the hands of the stockholder, whether such stock¬ 
holder was an individual or another corporation. Tax duplica¬ 
tion was thus avoided. As a practical proposition, I cannot help 
but feel that we shall some day have to return to this method 
of corporate and individual taxation. It will then be immaterial, 
from an overall tax point of view, whether the corporation 
pays its investors interest or dividends. 

With the lowest combined normal and surtax rate on the 
individual at 19 per cent, our objective could be attained today 
if the corporate rate were a straight 19 per cent. It can be 
argued with some degree of force, however, that a cqrporation 
should, in all fairness, pay a federal tax for the right of doing 
business as a corporation. If we were to assume that the value 
of such a franchise can be expressed by a 6 per cent tax on in¬ 
come, the corporate rate could then be 25 per cent and still 
result in substantial equity and the, avoidance of tax duplica¬ 
tion. It is doubtful whether, in any event, the corporate tax 
rate should exceed 25 per cent in peacetime. 

My recommendations with regard to the treatment of in¬ 
terest and dividends accordingly are: 

1. That interest continue to be deductible in full by the corporation 
and taxable in full to the recipient. 

2. That domestic corporation inter-company dividends be tax-free. 

3. That dividends be free of the present individual normal tax and 
lowest bracket surtax, on the basis of a corporate tax not exceeding 25 
per cent. 



CHAPTER XI 


HOW LONG SHOULD THE ACCOUNTING PERIOD 
BE FOR CORPORATE INCOME TAX PURPOSES?* 

Norris Darrell 
Sullivan if Cromwell 

I N ACCOUNTING for income and deductions, our income 
tax system has always been based upon a twelve-month 
calendar or fiscal year. Income and expenses are accounted for 
annually on a cash or accrual basis according to the method of 
accounting adopted by the taxpayer; and items must often be 
accounted for in a single year though they may be economically 
attributable to a much longer period . 1 The adoption of a 
twelve-month tax accounting period was wholly natural and 
normal. It represents the cycle of the seasons, the centuries-old 
basis of time measurement, and the commonly accepted period 
of accounting for governmental and business purposes wholly 
apart from income taxation. 

Inequities of the Twelve-Month Period 
But it is inevitable that any system of income taxation which 
puts on blinders and looks only at a particular twelve-month 
period will not always work equitably. The income tax is 
justified on the basis of ability to pay. If a taxpayer always has 
taxable net income, or if his loss years could be said to be 
identical with those of all other taxpayers, the burden of the 
tax and his ability to pay in relation to others subject to the 

* For his aid in assembling materials on this subject and for his useful sug¬ 
gestions, I am indebted to my associate, Mr. Matthew J. Kust. 

1 See, for example, the leading case of Burnet v. Sanford if Brooks Co., 28a 
U.S. 359 (1931). 
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tax will coincide so long as all income is taxed at the same rate. 
But if his income fluctuates from year to year, with varying 
net income in some years and net losses in others, due perhaps 
to the cyclical nature of his business, or to the application of 
technical rules governing the time of accounting for income or 
deductions, the tax burden he will carry over the years will not 
correspond to that of another taxpayer having a steady annual 
income aggregating the same total amount. The discrepancy 
will be aggravated if, as in the case of individual taxpayers, 
exemptions are allowed and the tax rates are steeply graduated 
according to the size of the net income. 

In the case of corporations, at present tax levels the inequality 
of treatment, though due to some extent to a variation in rates 
for lower incomes, is due primarily to the failure of the strict 
annual accounting system to take into account losses of bad 
years as an offset against profits of good years. As the tax rate in¬ 
creases, this inequality becomes proportionately greater. 

In 1939, Mr. J. Keith Butters published the results of certain 
studies, including a study by industries of the overall data con¬ 
tained in the Statistics of Income for the period 1922 through 
1935, a sample study of forty industrial corporations in eight 
industries for the period 1922 through 1935, and a sample study 
of twenty-two corporations in the iron and steel industry and 
twenty-four in the retail trade for the period 1929 through 
1937.* The average tax rate used was 13 per cent. He found that 
under the annual tax accounting system there was a definite 
and sometimes extreme discrimination between corporations 
and that this discrimination was concentrated in certain types 
of industrial activity more than in others, the greatest dis¬ 
crimination being against industries which are more sensitive 
to the business cycle. 

The study of forty corporations showed that only 60 per cent 
of the corporations paid taxes approaching the normal rate; 

s “Discriminating Effects of the Annual Computation of the Corporate Income 
Tax,” Quarterly Journal of Economics, LIV (1939), 51-7*. 
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six of the corporations paid taxes on a net deficit, while three 
paid taxes from half to four times their net income for the 
period. 

Similarly, the other sample study showed that of the corpora¬ 
tions in the retail trade 8 per cent paid taxes amounting to over 
50 per cent of their actual net income over the period, or paid 
taxes out of capital, and 80 per cent paid taxes of 11 per cent to 
15 per cent, while of the iron and steel corporations 27 per cent 
paid taxes of over 50 per cent of actual net income or paid 
taxes though they suffered a net loss and only 32 per cent paid 
taxes at rates as low as 15 per cent of their actual net income 
over the period. 

More recently, Professor Harold M. Groves has published 
the results of certain similar studies made by him. 3 His studies 
by industries covering the period 1922 through 1939, including 
a major business cycle, showed that as between industries the 
agricultural and related industries paid a sizable income tax on 
an actual net deficit; that the service industry paid 149 times 
more in taxes than the actual net income, or at a tax rate of 
14,920.6 per cent; that there was a wide variation in effective 
rates in the manufacturing industry; that the forest products 
industries paid 51.3 per cent, or over half of actual net income, 
in taxes; and that the food products industries paid at an effec¬ 
tive rate of 16.2 per cent. To get comparisons among individual 
concerns, Mr. Groves selected at random sixty corporations do¬ 
ing business in Wisconsin. He found, for the period 1930 
through 1942, that 16.7 per cent paid an income tax on an 
actual deficit, 25 per cent paid an income tax more than double 
the average legal rate, 31.7 per cent paid a tax of 10 per cent or 
more above the basic rate, and only 38.3 per cent paid taxes ap¬ 
proaching the basic rate. 

The results indicated by these studies are of course subject to 
many qualifications. But they clearly show the inequity of the 
strict annual system of tax accounting. Had the tax rates used 


*Postxvar Taxation and Economic Progress, p. 135. 
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been 38 per cent instead of 13 per cent, the results would have 
been even more striking. 

In an economic sense, a corporation which has impaired its 
capital by a loss does not truly have income until the impair¬ 
ment is recouped from subsequent profits. If losses are not 
taken into account, the effect is to tax the true net income at 
a higher rate. Small businesses are more likely to suffer than 
large established ones with diversified interests, which are in a 
stronger financial position and frequently can utilize losses 
from one branch of the business against profits from another. 
Knowledge that losses of bad years are available to offset in¬ 
come of good years should reduce the businessman’s fears of 
losses and should stimulate risk taking and business expansion. 
It should encourage the development of new and independently 
owned business ventures, which often require a period of years 
to work out of the red, and should thereby remove one of the 
stimulants toward centralization of business. These practical 
and economic considerations, in addition to the desirability of 
greater equality of taxation, reinforce the view that our cor¬ 
porate income taxing policy should not call for rigid application 
of the twelve-month accounting period. 

Granting that strict application of the twelve-month period 
of income tax accounting should be modified for corporations, 
what are the alternatives? 

Longer Accounting Period 

One alternative is to make the accounting period longer than 
twelve months. To afford any real relief, the accounting period 
would, of course, have to be made considerably longer. This 
would be contrary to business practices and experience; cor¬ 
porate accounts and reports to stockholders are customarily 
made on the twelve-month basis. It would also entail a delay 
in income tax collections unless some pay-as-you-go scheme, 
based on intermediary tentative accountings, were adopted. 

An accounting period of several years could, for example. 
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be adopted, with annual tentative reports required at the end 
of each twelve months, payment of installments of the tentative 
tax to be made currently, substantially as at present, with final 
adjustment of the tax for the full period in the final return. 
Even this, however, would have the undesirable result, both 
from an administrative and from a business standpoint, of 
leaving tax returns open and tax liabilities unsettled for long 
periods of time. The longer the accounting period the greater 
the objections on these grounds. Yet the period would have to 
be long if the objective of greater equity is to be attained. On 
the whole, to abandon the long accepted annual system of tax 
accounting would seem quite unsatisfactory. 


Averaging Devices 

Another alternative would be to adopt some system under 
which the payment of the tax for each year would be based 
on an average of the annual incomes and losses over the cumula¬ 
tive life of the corporation or over a moving period of years, 
the first year of the period being possibly eliminated as each 
new year is added. 4 Averaging alleviates the inequity of the 
annual accounting system, particularly for taxpayers with fluc¬ 
tuating incomes subject to graduated rates; and as to them an 
averaging system may be justified despite its inherent draw¬ 
backs. But under our system the corporate tax rates are not 
graduated except for low incomes and are more or less steady 
from year to year. 

While averaging would take into account corporate business 
losses, it is not as effective as a loss carry-over in so far as such 
losses are concerned. Averaging normally entails the payment 


4 For discussions of various averaging devices, see, in addition to other articles 
cited: William Vickrey, “Averaging of Income for Income Tax Purposes/’ 
Journal of Political Economy, XLVII (1939), 379; and, “The Effect of Averaging 
on the Cyclical Sensitivity of the Yield of the Income Tax,” Journal of Political 
Economy, LIII (1945), 275; R. E. Slitor, “The Flexibility of Income Tax Yield 
under Averaging,” Journal of Political Economy, LIV (June, 1946), 266; The 
Wisconsin Taxpayer, March 15, 1933; Harrison B. Spaulding, The Income Tax 
in Great Britain and the United States, p. 211. 



140 HOW SHOULD CORPORATIONS BE TAXED? 

of proportionately higher taxes in years of declining profits 
and lower taxes in years of rising profits. The amount of profits 
taxed in a given year may differ radically from the amount of 
profit or loss for the year. Indeed, unless supplemented by some 
refund system, it requires the payment of tax in a loss year if 
the income for preceding years was high enough to produce an 
average profit over the period.' 

A loss carry-over, on the other hand, relieves the taxpayer of 
tax until the carry-over is completely exhausted. Although 
averaging might be so devised as to permit eventual recoup¬ 
ment of the loss, it spreads it out over too great a period. Under 
a carry-over the tax relief comes promptly after the business 
setback—a better timed relief from a standpoint of business in¬ 
centive. Furthermore, a carry-over system is to be preferred 
over an averaging system in that it is much less complicated and 
administratively burdensome. It is also thought by some to 
interfere less with possibilities of governmental control of the 
business cycle through fiscal policy than most averaging schemes. 

In the case of corporations, therefore, which are subject to a 
fixed rate of tax regardless of the amount of income, with ad¬ 
justment only for small incomes, and which are allowed no 
specific exemption, the complications of an averaging system 
would not seem to be justified, if some effective system of 
utilizing losses from bad years in good years is available. Aver¬ 
aging schemes were once adopted in Great Britain and Aus¬ 
tralia, 6 and also in our own Wisconsin, 7 but in the light of ex¬ 
perience these experiments were abandoned, or largely aban- 


* Under the British averaging system, the court held that a tax could not be 
imposed in a loss year even though there were high earnings in the two preced¬ 
ing years. Whelan v. Henning (1926), A.C. 293, summarized in The English & 
Empire Digest (London, 1926), Vol. XXVIII, p. 81. Canada has avoided this 
result in its recently adopted averaging system for farmers and fishermen. Sec. 
8 (3), Ch. 55, Canadian Statutes of 1946. 

• Report of the Royal Commission on the Income Tax (the “Colwyn Com¬ 
mission”). Spaulding, op. cit, pp. 211*228; Rydge and Collier, Commonwealth 
Income Tax Acts, 1922-1929, pp. 82-113. 

I See Rules and Regulations of the Wisconsin Tax Commission under the 
Income Tax Act of 1931, pp. 215-219. 
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doned.* It is not intended to suggest, however, that some type 
of averaging scheme may not be desirable for individuals. 

We may turn then to the third alternative, namely, the 
adoption of a system of carry-over of business losses. This is the 
system by which Congress has attempted in part to meet the 
problem in the federal tax statutes. 

Carry-Over of Business Losses 

In consequence of the first world war, Congress in the Reve¬ 
nue Act of 1918 allowed a one-year carry-back and a one-year 
carry-forward of business losses realized during tax years be¬ 
ginning after October, 1918, and ending before 1920. The 
Revenue Act of 1921 substituted a two-year business loss carry¬ 
forward, and this was continued in every revenue act until 
the Act of 1932 when the carry-forward period was cut to one 
year. The National Industrial Recovery Act of 1933 eliminated 
the carry-forward entirely, and it was not reinstated until 1940 
when a two-year carry-forward period was again allowed, effec¬ 
tive from 1939. In 1942, a two-year carry-back was added. Thus 
Congress, having long recognized the equity of the carry-for¬ 
ward, temporarily cut it off during the period of the great 
depression. The conflicting considerations of protecting the 
revenue, on the one side, and of stimulating business while 
doing greater justice, on the other, resulted in victory for the 
former. Disallowance of the carry-forward rather than rate ad¬ 
justment won out. 

Under the present Internal Revenue Code, if a corporation 
has a net operating loss in any year, it can apply this loss suc¬ 
cessively in reducing taxable income reported in the two pre¬ 
ceding years, and if the loss is greater than the net income of 
the two preceding years the excess may be carried forward and 
deducted from net income successively in the next two sue- 

s Australia and New South Wales still permit averaging for pastoral, agricul¬ 
tural and mining occupations. In Canada, an averaging device was recently 
adopted for farmers ana fishermen. See note 5 supra. 
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ceeding years.' In the case o£ a carry-back, a refund of tax is 
involved, and in the case of a carry-forward there is simply a 
reduction in the current tax payable. The general effect is to 
even out the tax burden on the corporation according to the 
income results of its business over a five-year period. 

A similar carry-back and carry-forward is provided for by 
the Code in respect of unused excess profits credits; 10 but, as 
the excess profits tax has been repealed for the future and the 
last year from which an unused excess profits credit may be 
carried back is 1946, we need not concern ourselves with this 
provision here. The Code also provides that the amount of any 
net capital loss realized by a corporation in any year may be 
carried forward and utilized during the five succeeding years 
to offset net capital gains realized during those years. 11 But the 
treatment of capital gains and losses involves special problems 
in which we are not here interested. 

There seems to be general agreement among those who 
have publicly expressed themselves on this subject that for cor¬ 
porations the carry-over system for business losses is the best 
means of overcoming the hardships resulting from rigid use of 
the twelve-month accounting period, 12 but there remain several 
aspects of the carry-over as to which there is room for disagree¬ 
ment. Should carry-backs be permitted as well as carry-forwards? 
How long should the carry-over period be? Should the amount 
which may be carried over conform with the net loss shown 
on the tax return or should it be restricted to what is regarded 
as the true economic loss? Should the carry-over right be limited 
to the same corporation which suffered the loss, or should it be 
regarded in a sense as a corporate asset available to a successor 
in reorganization? Finally, what safeguards are necessary to 

• Code Section 122. 

10 Code Section 710 (b) and (c). 

11 Code Section 117 (e). 

12 A Tax Program for a Solvent America, a report based on studies by The 
Committee on Postwar Tax Policy; Groves, op. cit.; Harley L. Lutz, Guideposts 
to a Free Economy; Butters, op. cit. p. 51; Evsey D. Domar and Richard A. Mus- 
grave, "Proportional Income Taxation and Risk Taking," Quarterly Journal of 
Economics, LVIII (May, 1944), 388*422; Spaulding, op. cit. Ch. XIV, pp. 209-228. 
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prevent abuses of the carry-over? These questions will be taken 
up in order. 

Carry-Backs Versus Carry-Overs 

The provisions of the present law for the carry-back of net 
operating losses, enacted in 1942, were designed particularly to 
enable American business, upon which very high wartime taxes 
were imposed, to reimburse itself for some of the costs attendant 
upon reconversion to peacetime operations. It constituted the 
Congressional answer to the many demands that were made 
for some current recognition of the fact that reconversion ex¬ 
penses are consequent upon the war and should be taken into 
account in arriving at the real wartime profits. 18 Such carry¬ 
backs, though fully justified under these conditions, would not 
appear to be desirable under normal peacetime conditions. To 
be sure, carry-backs would be a useful means of remedying 
defects of the annual accounting system with respect to many 
types of business transactions requiring more than a year for 
completion, and as to which profits may have to be reported 
initially under technical tax accounting rules though the 
' transaction may eventually end up with a loss. 

But it should be possible to take care of this situation by the 
adoption of more liberal methods of accounting. Also, carry¬ 
backs might be a suitable means of providing needed working 
capital for business during a period of recovery from ill fortune. 
But under normal conditions, a part from extended business 
transactions, the refund of a corporate tax on income admit¬ 
tedly realized in one period, simply because a loss is suffered in 
a subsequent period, seems more difficult to justify than per¬ 
mitting past losses to be taken into account in arriving at true 
corporate net income. 

Carry-backs also have several practical drawbacks. They en¬ 
tail the disadvantage of keeping open tax returns for past years. 
They involve the use of tax refund machinery which constitutes 

is See “Recommendations of Controllers Institute of America, New York, 
N. Y., relative to Revenue Act of 1948” (H.R. 7378), Hearings before Committee 
on Finance on Revenue Act of 1942, p. 2087. 
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an administrative burden. They tend to create governmental 
budgetary uncertainties. They have potential political disad¬ 
vantages. Since the amount of operating loss in a given year 
would affect the taxes for a prior year, there would be some 
incentive to take unnecessary risks, or to delay liquidations, or 
to engage in corporate manipulations, such as the shifting of 
new and profitable operations from one affiliated company to 
another, in order that the former may recover taxes theretofore 
paid by it. While the businessman should know that he can¬ 
not make money by making losses, and while the courts may 
reasonably be counted on to prevent extreme abuses of the 
carry-back provisions, 14 psychologically at least there would 
probably be greater incentive to take undue business risks or 
to engage in tax avoidance through intercorporate manipula¬ 
tion under the carry-back provisions, where there is the bait of 
recovery of a tax theretofore actually paid, than there would 
be in the case of a carry-forward of losses that would be useful 
only in the event of future profits. * 

For these and other reasons it seems preferable to abandon 
the system of carry-backs even though its presence would afford 
greater equality of taxation. There seems to be general agree¬ 
ment also on this. 15 It would appear that the elimination of the 
carry-back can be substantially made up for by extending the 
period for the carry-forward of losses, especially if this can be 
supplemented by more liberal methods of accounting for busi¬ 
ness transactions requiring more than a year for completion. 

Length of Carry-Forward Period 
Mr. Lutz has recommended adoption of an indefinite carry¬ 
forward, or, if this is deemed unwise or politically inexpedient, 


14 Cf. Gregory v. Helvering, 893 U.S. 465 (1935); Higgins v. Smith, 308 U.S. 
473 (1940); Griffiths v. Commissioner, 308 U.S. 355 (1939); National Investors 
Corp. v. Hoey, 144 F. (gd) 466 (C.CA. ad, 1944); National Securities Corp. v. 
Commissioner, 137 F. (ad) 600 (C.CA. 3d, 1943). But cf. also Acampo Winery 
& Distilleries, Inc., 7 T.C. No. 75 (1946). 

u See authorities referred to in note 1a above, Domar and Musgrave, however, 
recommend a limited carry-back. 
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at least a fairly long carry-over period of say six or eight years. 1 * 
Mr. Butters 17 and Mr. Groves 18 have each recommended a carry¬ 
forward period of at least six years. This is the period which 
Great Britain has allowed since 1926 for the carry-forward of 
business losses; indeed the British law may operate to give an 
even longer period. 19 The Committee on Postwar Tax Policy, 
while favoring a liberal carry-forward period, has made no 
precise recommendation as to length of the period.* 9 

Mr. Groves has reported some very interesting results from 
his studies of the sixty corporations doing business in Wisconsin 
for the period 1930 through 1942. 21 Thirteen, or 17.8 per cent, 
of these corporations had no losses during this thirteen-year 
period. More than 50 per cent would have offset their losses 
within three years; nearly 70 per cent within six years; more 
than 83 per cent within ten years; and 89 per cent by the end of 
twelve years. On the basis of these studies and assuming a 13 per 
cent average tax rate, he estimates that the corporate tax revenue 
would have been reduced by over 4 per cent had there been at 
all times a two-year carry-over, by nearly 11 per cent had there 
been a six-year carry-over and by over 13 per cent had there 
been a ten or twelve-year carry-over. Of course the above figures 
are influenced by the period selected for study, which was prob¬ 
ably one of unusually heavy losses, by the locality of the cor¬ 
porations selected, and by the inclusion of some corporations 
which perhaps might never make up their losses. 

A final selection of the carry-forward period should probably 
await further research as to the effect of carry-forward periods 
of various lengths upon American corporate business and upon 
the revenues under projected tax rates. It may be that an un- 


i®Lutz, op. cit., pp. 55-65. Domar and Musgrave, op. cit., also recommend 
unlimited carry-over if studies prove it necessary and feasible. 

17 Butters, op. cit. 

is Groves, op. cit., pp. 140-46. 

1 ^ See Groves, op. cit., p. 144. Mr. Groves points out that before the recent 
war France allowed a five-year carry-over of business losses while Germany 
allowed a two-year carry-over and Australia once allowed a four-year carry-over, 

20 Op. cit. 

21 Groves, op. cit., pp. 140-43. 
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limited carry-forward would not prove as impracticable as it 
might seem at first blush, for losses will normally be made up 
or the enterprise discontinued before many years have elapsed. 
Some reasonable limitation, however, even if more or less 
arbitrary, would appear appropriate for administrative reasons, 
if for no other. 

Exact justice, even if determinable, is too much to look for 
in tax law. A carry-forward period of not less than six years, 
with continued recognition of the twelve-month calendar or 
fiscal year for tax reporting, may well produce reasonably satis¬ 
factory results from the standpoint of all concerned. Business 
cycles differ for different industries and the period selected 
should be one which would be likely to do substantial justice 
in all industries. The period should also be one within which 
it would normally be expected that an existing enterprise which 
falls upon hard times could make up its losses if its business is 
worthy and is to be continued. Above all, it should be one 
calculated as sufficient to enable new and promising ventures 
to utilize their initial losses, thereby encouraging the develop¬ 
ment of new, independently owned enterprises and removing 
the discrimination in favor of established concerns with far- 
flung and diversified interests which can currently utilize losses 
from new ventures against profits from other branches of their 
business. 

Restrictions Upon Amount to be Carried Forward 

The present law requires the amount of the net operating 
loss to be carried over, as well as the income of the year to which 
it is to be carried, to be adjusted in order to reflect a more true 
economic result. In so far as corporations are concerned, tax- 
free bond interest must be taken into account, depletion deduc¬ 
tions cannot exceed depletion based on cost, and dividends 
must be included in income without the benefit of the 85 per 
cent dividends received credit normally allowable. These ad¬ 
justments, which have been reflected in the carry-over provi- 
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sions of our law from the very beginning, 82 doubtless stem from 
a feeling that the tax exemption of government and municipal 
bond interest, and percentage depletion or depletion based on 
discovery value and intercorporate dividends, constitute special 
benefits which ought to be restricted as much as possible, and 
that corporations taking advantage of the carry-over privilege 
should not obtain these special benefits though they may other¬ 
wise have them under the Constitution or the Code. 

Having in mind that the primary purpose of the carry-for¬ 
ward is to equalize the tax burden of those having fluctuating 
incomes and losses with those having steady incomes, it can 
be argued that corporations coming within the former category 
should not be treated any differently from those coming within 
the latter by denying to the former, and to them alone, the full 
benefits of the law available to the latter in the above men¬ 
tioned respects. This view looks upon the carry-forward more 
as a right than as a favor. On the other hand, an interest exemp¬ 
tion derived from the Constitution, and a limited depletion 
privilege and dividend exclusion granted by Congress, need 
not perforce be extended. 

From an economic standpoint there is much to be said in 
favor of at least the first two of the above adjustments; and any 
suggestion of the elimination of these adjustments is a refine¬ 
ment for which a disinterested observer would not be disposed 
to argue too vigorously, unless it be with regard to the inclu¬ 
sion in income of full intercompany dividends for purposes 
of the carry-over. There is, however, another technical but 
somewhat different aspect of the carry-forward which deserves 
attention. 

Availability of the Carry-Forward to Successor 
Corporations 

Under the present Code, the carry-forward of net operating 

22 The tax-free bond interest adjustment first appeared in the 1918 Act; the 
depletion and dividend adjustment in the 1921 Act. 
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losses is probably available to offset income only of the identical 
company which realized the losses, 28 though it may be arguable 
under certain existing decisions that a successor by statutory 
merger or consolidation should stand in the shoes of the pred¬ 
ecessor for this purpose. 24 This constitutes a brake on wholly 
legitimate and desirable reorganizations that cannot be effected 
by recapitalization and encourages manipulations in order that 
the loss company may continue to exist as the surviving cor¬ 
poration purely for tax reasons. 

If it is to be the Congressional policy to treat an incorporated 
enterprise as a taxable economic unit separate and apart from 
its stockholders, it would seem reasonable, in the interest of 
greater equity, to treat its loss carry-forward as a corporate 
asset, available to a true successor in reorganization, just as its 
accumulated earnings and profits and its property basis are 
treated under present law. The definition of what should con¬ 
stitute a true successor admittedly would be difficult, but these 
difficulties should not be insurmountable, and it should be 
possible to draw a line that would afford substantial relief and 
at the same time not create undue administrative complexities. 
Probably, the carry-forward privilege should not be made avail¬ 
able to successor corporations in all nontaxable reorganizations. 
Simple reincorporations should clearly be covered. Corporate 
split-ups would involve troublesome apportionment problems 
and probably should not be covered. Corporate combinations 
involve conflicting considerations; but if it is practical to pro- 


28 Under earlier statutes, a predecessor’s carry-over was held not available to a 
successor. New Colonial Ice Co, v. Helvering , 292 U.S. 435 (1934); McLaughlin v. 
Purity Investment Co., 75 F. (2d) 30 (C.C.A. 9th, 1935). Cf. Jones v. Noble 
Drilling Co., Inc., 135 F. (2d) 721 (C.C.A. 10th, 1943), and Marion-Reserve 
Power Co., 1 T.C. 513 (1943), in which a dividends paid credit carry-over under 
the 1936 and 1938 Acts was denied to a successor by merger or consolidation. 

24 Cf. Helvering v. Metropolitan Edison Co., 306 U.S. 522 (1939) and General 
Gas if Electric Corp. v. Commissioner, 306 U.S. 530 (1939), in which a successor 
by so-called short-form merger under Pennsylvania law was permitted to deduct 
unamortized bond discount on bonds issued by the absorbed company. Cf. also 
Hughes Tool Co. v. Commissioner, 147 F. (2d) 967 (C.C.A. 5th, 1943); Adrian 
if James, Inc., 4 T.C. 708 (1945). 
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vide that the surviving corporation may utilize losses carried 
forward from a constituent corporation only to offset profits 
derived from continuation of the business of such constituent 
company, one of the principal objections would be overcome. 

It would be appropriate in any event to incorporate a more 
strict rule than now exists under the reorganization statute, not 
only as to the continuity of interest of the stockholders, but also 
as to the continuity of the business itself. It may be noted that 
Congress was faced with a somewhat comparable problem under 
the excess profits tax law when it had to determine just what 
acquiring corporations were entitled to use the base period 
income experience of their predecessor corporations for pur¬ 
poses of the excess profits credit based on income under the 
excess profits tax law. 25 

This problem as to permitting a true successor corporation 
to use its predecessor’s net operating loss carry-forward is not 
an isolated one. It is but part of the broader problem of the 
status of successors in nontaxable reorganizations. For some 
tax purposes Congress or the courts or the Treasury have 
placed a successor in a nontaxable reorganization in the pred¬ 
ecessor’s shoes; for other tax purposes they have emphasized 
their separate corporate identities; and there still remain many 
areas of uncertainty. 26 It may well be that the matter should 
be solved on a broad basis rather than purely from the stand¬ 
point of net operating loss carry-overs. But whatever is done 
there should be adequate safeguards to prevent abuse. 

Safeguards to Prevent Abuse 

The need for safeguards against improper use of the net 
operating loss carry-over becomes increasingly great as the 
carry-over period is lengthened and it becomes available to true 

25 See Code Section 740. Cf. also Code Section 718(c) (5). 

2« See Norris Darrell, “Corporate Reorganizations and Readjustments," Current 
Problems in Federal Taxation, pp. 83*28. 



150 HOW SHOULD CORPORATIONS BE TAXED? 

successors in nontaxable reorganizations. Obviously, all types 
of abuse cannot be foreseen and specifically covered. Yet the 
broader the statutory language the more uncertainty may result 
and the greater the responsibility of the tax administrators. 

Here, again, the problem is not a new one. It became of such 
grave concern during the war years, when carry-forwards or 
carry-backs and high excess profits credits were very valuable, 
that Congress enacted a special provision to deal with it. This 
provision, Section 129, which was added to the Code by the 
Revenue Act of 1943, was designed to supplement the doctrine 
of Gregory v. Helvering . !T Section 129 deals with two types 
of acquisitions, and provides that if the principal purpose of any 
such acquisition is the evasion or avoidance of federal income 
or excess profits tax by securing the benefit of a deduction, 
credit, or other allowance which such person or corporation 
would not otherwise enjoy, then the deduction, credit, or allow¬ 
ance shall not be allowed except to the extent permitted by the 
Commissioner as not resulting in tax evasion or avoidance. 

The two types of acquisition covered are: (1) the acquisition 
by any person or persons, directly or indirectly, of ownership of 
fifty per cent of the voting stock or fifty per cent in value of all 
the stock of a corporation; and (2) the acquisition by any cor¬ 
poration, directly or indirectly, of property of another corpora¬ 
tion not thus controlled directly or indirectly immediately prior 
to such acquisition by the acquiring corporation or its stock¬ 
holders, the basis of which property to the acquiring corporation 
is determined by reference to its basis in the hands of the trans¬ 
feror. The Commissioner is given broad power to distribute, 
apportion and allocate gross income, deductions, etc., among 
the corporations or properties in order to prevent tax evasion 
and avoidance. 

When more experience under this section in actual operation 
is available and it has received judicial interpretation, it may 


*7 See note 14 supra . 
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be that certain amendments will appear desirable. 28 But, broadly 
speaking, the present provision affords substantial protection 
against abuse of the net operating loss carry-forward even 
though allowable over a longer period than at present and 
even though made available under appropriate limitations to 
true successors in nontaxable reorganizations. 


28 Harry J. Rudick, “Acquisitions to Avoid Income or Excess Profits Tax; 
Section 129 of the Internal Revenue Code,” Harvard Law Review LVIII (1944) 
196; D. B. Chase, “An Analysis of Section 129 of the Internal Revenue Code,” 
Cornell Law Quarterly XXX (1945) 421; Charles L. Barnard, “Acquisitions for 
Tax Benefit,” California Law Review , XXIV (March, 1946) 36-116. 
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DEPRECIATION, DEPLETION, AND RESEARCH 
AND DEVELOPMENT COSTS 

W. L. Hearne 

Tax Supervisor, United States Steel Corporation 

T HE SUBJECT assigned for this symposium is “How 
Should Corporations be Taxed?” I repeat the general sub¬ 
ject because I shall try to limit my discussion to tax phases and 
thus hope to escape controversy with those who think of my 
particular subject in terms of the books of account. Perhaps 
some day we shall come to a purely financial consideration of 
depreciation, but it will not have any relation to physical facts 
and I hope by then we shall be free of yearly income tax ac¬ 
counting. 

The particular subject assigned to me is “Depreciation, De¬ 
pletion, and Research and Development Costs,” and I want to 
underline the last word in this subject, “costs,” because I believe 
depreciation, depletion, and research and development are 
costs, and if they are costs, as I believe they are, certain consider¬ 
ations are valid which might not necessarily be true were they 
merely allowable deductions from gross income. 

I should also like to treat these three items separately and in 
the order in which they are stated because while they are often¬ 
times linked together, just as in this discussion, there are 
separate and distinct considerations for each of them. 

Depreciation 

At one time it was said that not over 15 per cent of the 
corporations in the United States understood the subject of 


152 



DEPRECIATION, DEPLETION AND RESEARCH 153 

depreciation. This lack of understanding is not limited to cor¬ 
porations alone. Anyone who reads some of the ideas and deci¬ 
sions on depreciation must come to believe that it is a very 
strange animal. If we consider two outstanding decisions of 
the Supreme Court we can but wonder what the Court thinks 
depreciation is. In United States v. Ludey, 274 U.S. 295 (1927), 
the Supreme Court said that depreciation in dollars was 
measured by the observed physical wear and tear of the prop¬ 
erty. This is totally a physical aspect and there have been many 
cases supporting this viewpoint. 

In 1932, however, the “allowed or allowable” rule was added 
to the Code and in the recent Virginia Hotel Corporation case, 
the Supreme Court decided by five to four that depreciation was 
allowed, even though in excess of the amount allowable and 
even though it gave no tax benefit. This, I submit, is as much 
at variance with physical depreciation as day is from night. Had 
they limited their decision to “allowable” depreciation, there 
would have been no quarrel, but when you couple it with “al¬ 
lowed,” it becomes a financial determination, that is, how many 
dollars of depreciation were claimed on tax returns irrespective 
of the physical depreciation of the property. 

While it may have been true at one time that only 15 per 
cent of the corporations in the country knew anything about 
depreciation, I believe that since 1934 we have all received 
a very liberal and pointed education in the principles of de¬ 
preciation. The enforced study of this important subject has 
raised a general and violent objection to the inequities of the 
"allowed or allowable” rule. It has also raised violent objections 
to the efforts of the Bureau to change the depreciation deduc¬ 
tions claimed by the taxpayer. 

Out of this strife and turmoil I believe there have come one 
or two principles with which taxpayers in general will agree. 
The first is that^depreciation must be essentially a financial con¬ 
sideration, that is, that the taxpayer should recover its invest¬ 
ment during the useful life of the investment and that it should 
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recover its investment against taxable income. Otherwise it has 
not recovered its cost, and is taxed at a higher rate on net in¬ 
come than other taxpayers. This becomes particularly important 
to those companies that have large investments in depreciable 
property. As these companies are usually in the so-called capital 
goods industry, they are more subject to fluctuations in net 
income; and, if they cannot recover all of their investment in 
depreciable property against net income, they will, in effect, 
pay a substantially higher rate of tax than those fortunate 
corporations which have incomes in the black year after year., 

Recovery During Useful Life of Investment 

You will note I have suggested the recovery of the investment 
against taxable income during the useful life of the investment. 
Perhaps a story will illustrate my point about investment, and 
point out why I believe depreciation should be a financial 
rather than a physical consideration. It is the story of the farm¬ 
er’s remarkably long-lived axe. It was forty years old and during 
its lifetime had had three new heads and five nqw handles. 
What is the life of this axe? 

We have a blast furnace which has been in operation since 
1890. Is the proper life for depreciation to date 56 years or 
less? It has been rebuilt and enlarged several times. If the 
original cost was $300,000 I believe that investment should have 
been pretty well depreciated at the time of the first rebuilding. 
That sounds easy and sensible, but I ask how many taxpayers 
give adequate consideration to capital additions to equipment 
in setting the lives of depreciable property, that is, the useful 
life of the investment therein. 

Year by Year Variation Unimportant 

The second suggestion I should like to make is that essentially 
it does not make any difference, assuming that all corporations 
are to be taxed equitably, whether the amounts of depreciation 
vary substantially from year to year. There has been much hue 
and cry about the unfair advantage taxpayers would have if 
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they were allowed to accrue depreciation as they please. But 
certainly if they cannot deduct any more than 100 per cent of 
cost, and if it is fair to allow them to recover their costs against 
taxable income, then the only advantage they might secure 
would be through being able to choose taxable years in which 
high rates of tax were in effect to make their largest deprecia¬ 
tion deductions. Outside of pure happenstance, however, this is 
a virtual impossibility. 

Over the last fifteen or twenty years there has been ample 
evidence that whoever takes it upon himself to push deprecia¬ 
tion deductions from one year to another will end up making 
the wrong decisions. In the 1930’s corporations, as a rule, took 
more depreciation than the Bureau claimed was allowable. It 
now turns out that these were comparatively low tax years. The 
Bureau made a drive to reduce the amount of depreciation in 
the i93o’s, with the result that many corporations during the 
high tax years of the 1940’s had much more depreciation to take 
than they would have had, had they been allowed to hang them¬ 
selves with their own rope. Thus both taxpayers and the Bureau 
were wrong, as anyone must be who predicts the future. I urge, 
then, for your consideration that taxpayers should be allowed 
to take whatever amount of depreciation they wish, in whatever 
year they wish, so long as it is against taxable income, and so 
long as it does not exceed one hundred per cent. 

The requirement that depreciation be considered a cost and 
amount to a deduction only against taxable income necessi¬ 
tates some provision for a carry-over of depreciation taken in 
loss years. It is fairly well known that in England the taxpayer 
is allowed an unlimited carry-over of depreciation deductions 
in excess of taxable income. We may secure some alleviation 
in this country along this line by the extension of the general 
carry-over provisions to seven years, but I want to point out in 
that connection that because of the items which must be added 
back under Section 122 (d), such as 85 per cent of dividends 
received, excess of percentage over cost depletion, nontaxable 
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interest, etc., there will still be a great possibility that the cor¬ 
poration that has income and loss in cycles will pay a substan¬ 
tially higher rate of tax than one with figures in the black year 
after year. I believe, therefore, that the only sound and fair 
way to correct this inequity is to provide in Section 113 of the 
Code a full tax benefit rule for adjustments to basis. Further¬ 
more, I believe this amendment should be fully retroactive so 
that past inequities may be corrected. 

Depletion 

The next item in my subject is depletion, and I know of no 
other item in the Internal Revenue Code that has been subject 
to more heat and perhaps less general light. Let us remember 
the last word of my subject and repeat that depletion is a cost. 
Let us also remember that the extraction of natural resources 
is one of the most hazardous businesses in the world, as well as 
one of the most essential so far as the well-being of the nation 
is concerned in war and in peace. That nation which has an 
ample supply of raw materials available is ready Jo compete 
anywhere in peace and to defend its shores in war. It is one of 
the great advantages of the United States, as anyone knows, 
that we have such a bountiful supply of essential natural re¬ 
sources. Not long ago I read an article on our oil resources and 
while I shall not try to quote figures exactly, it is my remem¬ 
brance that in this country the possible sources of oil have 
been explored and developed about fifteen per cent as com¬ 
pared to less than five per cent in the rest of the world. That 
indicates that we have a lot of exploration left to do and it also 
indicates that we have done a pretty good job so far. To the 
extent that we can encourage the development of this hazard¬ 
ous business of finding and extracting raw materials, it seems 
to me that we should all be for it. 

Percentage Depletion 

The subject which has created the most heat is percentage 
depletion. I do not know whether it is generally realized that a 
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great amount of factual and statistical data was compiled prior 
to the time percentage depletion was adopted as an allowable 
deduction. If anyone is interested he can look into the record 
on this matter. He will find that the percentages fixed were 
the result of a careful study, taking into account the experience 
of the natural resources industry over a long period of time. 
True, it can be pointed out that from profitable wells or mines 
using percentage depletion much more than cost can be re¬ 
covered as a deduction, but that is not the whole story. What 
about the many, many wells and mines upon which great 
amounts of money have been spent in exploration and develop¬ 
ment which prove to be commercially unworkable or dry 
holes? True enough, if you have other income with which to 
offset this loss, you may secure a deduction if you take it at the 
right time, but the sad part of the story is that it is too often 
the case that there is not taxable income available with which 
to offset these losses. 

I said above that the percentages used for percentage deple¬ 
tion purposes were the result of a long and careful study of the 
extraction of natural resources and that these percentages indi¬ 
cate that, overall, the mining and mineral extraction business 
under percentage depletion will secure no more than a recovery 
of its cost. Before we finish with this subject, let us also con¬ 
sider what would happen if the Code provided that only cost 
could be recovered. How many taxpayers would risk their 
money and time in trying to find a gold mine or an oil well if 
they knew that should they happen to get a lucky break and 
find something worth-while, they could recover only their cost 
of finding and developing the particular property, and would 
then have the balance of their income taxed at the corporate 
or individual tax rates, or both, now in effect. As a citizen of 
these United States, I am happy that there is some encourage¬ 
ment for wildcatters and prospectors to seek a bonanza, and if 
they retain a substantial part of the results of their effort, I think 
they are entitled to it. 
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Research and Development 

The next items, research and development, are linked to¬ 
gether in thought and topic. Again, if we realize that they are 
costs, and essential costs, of doing business, the way they should 
fit into the tax picture seems apparent. There can be no serious 
exception to the rule that research and development expenses 
are, and must be, allowable deductions. In theory, they should 
be chargeable against the income from the resulting products 
and processes. Practically, however, current deductions are 
more desirable and effective. Here again, we have items which 
should not be discouraged if we are to have a healthy develop¬ 
ment of the nation’s economy. If we should have no research and 
development, we should have a static or dying economy. More 
and more businesses are realizing the utter necessity not only of 
specific research, but also of fundamental research. I don’t need 
to labor this fact before this audience of thoughtful people. 
The necessity for research to keep up with the competitive 
bandwagon and to develop new products has become so ap¬ 
parent to all business that it is a day-by-day necessity which is 
as much a part of any expense of business as having a shop in 
which products can be manufactured. As it is a day-by-day 
necessity, and as it is essential to the growth of industry in this 
country, it should be allowed as a day-by-day deduction if the 
taxpayer so chooses, whether a valuable product or process 
is secured, or not. The very nature of the research process makes 
it almost impossible to determine the costs of a successful in¬ 
vestigation because of strange and unusual results, often¬ 
times at entire variance from the purpose initially embarked 
upon. A tenth of a project’s cost may result in the valu¬ 
able discovery of an unsought item, while ninety per cent may 
have been wasted in the fruitless chase of the main project. 

On the other hand, where a new business is starting up, in¬ 
dividual or corporate, and has spent money in developing a 
product and has a period of development in finding markets 
for it, the taxpayer is in no position currently to charge off re- 
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search and development costs because it has not yet started to 
realize sufficiently upon the results of its endeavors. Here the 
corporation should be allowed to defer its costs until such time 
as it is able to, and wants to, charge them off as incurred. Let 
me repeat that this provides no greater evil effect than to allow 
the corporation to have a better chance to recover its costs 
against taxable income. 

Finally, let me sum up this discussion, the main theme of 
which is that a taxpayer should be allowed to recover his costs 
against taxable income, by saying that this has become much 
more important in these days when tax rates are so high. Perhaps 
more inequities were allowable—at least they did not hurt so 
much—when tax rates were around 10 per cent or 15 per cent, 
but when they get to 38 per cent for corporations and much 
higher rates for individuals, it becomes far more important 
that the rates apply fairly and evenly, and only to true net in¬ 
come. Unless we realize these facts, we shall take a long step in 
destroying individual and corporate initiative in this country. 



CHAPTER XIII 


CONSOLIDATED RETURNS AND INTERCORPORATE 

DIVIDENDS 

Maurice Austin 
Klein, Hinds & Finke 

Consolidated Returns 

T HE NATURE of the subject of consolidated tax returns 
is such that discussions thereof are usually either hyper- 
technical or limited to broad policy aspects. Usually, there is no 
convenient middle ground. In this paper, it is proposed to 
confine the discussion to those phases of the subject which 
appear to call for statutory or administrative amendment, or 
at least a critical re-examination. 

Accepted Accounting Practice 

It is accepted accounting practice to prepare consolidated 
financial statements for a group of corporations under sub¬ 
stantial common ownership (usually by a parent corporation) 
on essentially the same basis as if the entire group constituted 
a single corporation of which the constituent companies were 
merely departments. In such statements, intercompany invest¬ 
ments and transactions are eliminated, and intercompany 
profits, income, and losses are not treated as such until finally 
realized through a transaction with some person or entity out¬ 
side the group. The cost to the group of assets owned by sub¬ 
sidiaries at the time of acquisition of the stock of such sub¬ 
sidiaries is measured by the price paid for the subsidiary’s stock, 
rather than by the cost of such assets to the subsidiary. 

The justification for this practice lies in the recognition of 
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the financial and business unity o£ a group of corporations 
under such common ownership. This concept is ordinarily not 
affected by differences in the business or economic activities of 
the corporations in the group, since such differences in activities 
could well exist in a single corporation. The purpose is to re¬ 
flect clearly the financial condition and results of operations 
in terms of the essential and actual fact—the singleness of the 
entire enterprise—rather than in terms of the legal fiction of 
corporate separateness. 

The provisions for consolidated income tax returns consti¬ 
tute recognition of this accepted accounting practice. The pur¬ 
pose is to afford an opportunity for the reflection of taxable in¬ 
come of what is essentially a single business entity, as if it were 
legally, as well as actually, a single producer of income. It 
represents an effort to determine tax liability in accordance 
with the actuality of singleness of the corporate enterprise, in¬ 
stead of with reference to the separate artificial corporate 
entities. 

The consolidated tax return provisions were originally 
adopted to prevent evasions of World War I excess profits taxes 
through proliferations of corporations, through inflations, 
duplications, and distortions of invested capital, and through 
intercompany shifts of income within the group to maximum 
tax advantage. To accomplish the objective of prevented tax 
evasion, consolidated tax return filing was made mandatory 
throughout World War I. 

Today, consolidated return filing is elective. The result is 
that consolidated returns are employed only when tax saving 
or tax avoidance is thereby achieved. While it is true, under 
the regulations, that an election to file a consolidated return 
is binding for future years, so long as certain conditions exist 
or certain events do not occur, the circumstances in which such 
election ceases to become binding in later years are such that 
rarely is the binding effect of such election in later years more 
than theoretical. For one thing, changes in the law or in the 
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consolidated return regulations are frequently sufficient grounds 
in themselves for a new election. Such changes have taken place 
almost annually for a number of years. Even apart from this, 
corporations desiring to discontinue consolidated return filing 
have ordinarily found it not too difficult to do. 

Advantages and Disadvantages of Consolidated Returns 

Apart from factors relating to the now-repealed excess profits 
tax, the principal advantages to the taxpayer of consolidated 
return filing are: 

1. The ability to offset losses of some corporations in the group against 
the profits of others. 

2. Elimination of any tax on intercorporate dividends. 

3. Elimination of tax on unrealized intercompany profits, arising from 
sales by one member of the group to another, where the property 
continues to be owned within the affiliated group. 

4. The offsetting of otherwise nondeductible capital losses sustained by 
some members of the group against capital gains of others. 

Among the principal disadvantages are: 

$ 

1. The propulsion of small corporations within the group into higher 
tax rate brackets applicable to the larger consolidated income. 

2. Possible greater risk of danger in some cases from the surtax imposed 
by Section 102 of the Code in the case of purposeful nondistribution 
of profits to save taxes of shareholders. 

3. Duplication of personal holding company surtaxes on nondistributed 
income and possible Section 102 surtax on the same undistributed in¬ 
come, where the group includes so-called “personal holding com¬ 
panies.” 

4. The 2 per cent additional surtax applicable in the case of consoli¬ 
dated returns. 

Deterrents to Filing Consolidated Returns 

If the principle of consolidated income tax returns is sound, 
it is sound because by that method the taxable income of an 
affiliated group is more clearly reflected than by separate return 
filing. If that is true, the present 2 per cent additional surtax, 
payable where consolidated returns are filed, should be re¬ 
moved. If it is sound to determine taxable income of an affiliated 
group on a consolidated basis, filing on that basis should not 
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be penalized. If such filing is desirable, it should not be dis¬ 
couraged. Determination of taxable income on the basis of the 
actual business entity—as distinguished from the artificial 
separate corporate entities—should not be regarded as a privilege 
to be paid for, but as a desirable objective to be encouraged—or, 
at least, not discouraged. 

Moreover, if the principle of consolidated income tax re¬ 
turns is sound and desirable, serious consideration should be 
given to making them mandatory, and not, as at present, the 
subject of an election to be chosen only for tax saving or tax 
avoidance advantage. 

Whether or not consolidated returns are made mandatory— 
but especially if they should be made mandatory—, it seems in 
order to subject the consolidated return regulations to a critical 
review for the purpose of rationalizing them and bringing 
them further into line with the basic principles of consolidated 
financial accounting, and, what is perhaps equally important, 
as far as possible, simplifying them. It is not too much to say 
that the complexity of the consolidated return regulations has 
been probably the most effective deterrent to consolidated re¬ 
turn filing—so much so that, ordinarily, in the absence of a 
very substantial immediate advantage from such filing, such as 
the existence of a large, otherwise nondeductible loss sustained 
by one of the corporations in the group, consolidated returns 
are avoided by informed tax practitioners because of the many 
opportunities for tax pitfalls contained—and not always easily 
discernible or foreseeable—in the complex language and provi¬ 
sions of the regulations. 

Among other things, the present provisions for a special 75 
per cent to 85 per cent surtax on the undistributed income of 
personal holding companies should be brought within the 
compass of the consolidated return procedure. At present, it 
frequently happens that a parent company of an affiliated group 
conforms technically to the definition of a personal holding 
company, and must, therefore, distribute all of this income or 
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£ace a 75 per cent to 85 per cent surtax thereon, even though 
the affiliated group as a whole—treated by the consolidated re¬ 
turn procedure as a single taxpayer for other purposes—has 
urgent need for such funds, and even though the affiliated group 
as a whole is not of a personal holding company nature at all, 
but is a manufacturing or other industrial enterprise. 

The basic objective of the consolidated return regulations 
should be, and is, to provide for clear reflection of consolidated 
taxable income as if the group were a single corporate taxpayer, 
and to eliminate technical opportunities for avoidance or in¬ 
justice to taxpayer or government. While, to a very large ex¬ 
tent, these objectives are accomplished by the regulations, there 
is also a substantial area in which the regulations fall short of 
these objectives. This is largely due to a failure of the regula¬ 
tions to carry out to its full logical extent the accounting con¬ 
cept of consolidated financial statements. 

Most of the difficulties of this nature spring from the fact 
that the consolidated return regulations have never fully 
adopted the accounting principle that in a consolidated state¬ 
ment the subsidiary members of an affiliated group are to be 
treated as if they were mere departments of the parent corpora¬ 
tion, with the same effect as if the parent corporation had itself 
directly acquired the assets of the subsidiaries for the same 
consideration that it had paid for their stock. The regulations, 
of course, adopt the primary consolidated accounting concepts 
that transactions among members of an affiliated group have no 
tax effect, either as to realization of income or as to change in 
tax basis of property, all such intercompany transactions not 
finally “realized” by transactions with outside parties being 
eliminated from the income statement. The point of departure 
is created, however, by the attempt of the consolidated return 
regulations to preserve the separate tax status of the subsidiaries 
for certain purposes. 

Thus, if die consolidated return regulations had fully adopted 
consolidated accounting theory, a consolidated return for the 
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affiliated group would be, in effect, the return of the parent 
corporation, with the same effect as if the subsidiaries had been 
merged into it or their assets purchased by it, depending upon 
the methods of acquisition of, and consideration given for, the 
stocks of the subsidiaries, that is, whether purchase or tax-free 
organization. Under such a concept, losses of the parent for 
nonconsolidated return periods could be carried forward or 
back to consolidated return periods without limit; but the 
similar losses of subsidiaries for separate return periods could 
not be carried back or forward at all into the consolidated re¬ 
turns—just as would have been the case if the subsidiaries had 
been merged into the parent, or their assets purchased by the 
parent. 

Under such an assumption, the tax basis of assets in the con¬ 
solidated return would have no necessary relation to their 
basis in the hands of the subsidiaries, but would take on the 
basis which they would have had, had the parent, for the same 
consideration as it paid for the subsidiaries’ stocks, acquired 
directly the assets represented thereby. Upon severance of a 
subsidiary from the affiliated group, the group, or parent, would 
realize income to the extent of any unrealized intercompany 
profit included in the subsidiary’s assets, and, in addition, would 
realize gain or loss measured by the difference between the 
sale proceeds and the tax basis to the group of the assets, less 
liabilities, of the subsidiary. 

Actually, however, under the regulations, separate return 
losses of subsidiaries are permitted to be carried into the con¬ 
solidated returns against the income of such subsidiaries; 
and the basis of assets owned by the subsidiaries remains the 
same for consolidated return purposes as in the hands of the 
subsidiaries (except in the computation of invested capital for 
excess profits tax purposes), thus creating problems not only as 
to determination of gain or loss upon disposition of the proper¬ 
ties, but in the computation of depreciation and depletion as 
well. 
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Under the present regulations, if a parent corporation ac¬ 
quired for $100,000 the stock of a subsidiary whose assets con¬ 
sisted of a plant worth $100,000, which cost the subsidiary 
$1,000,000, depreciation of the plant in the consolidated return 
would be computed on the basis of the subsidiary’s cost of 
$1,000,000, rather than on the basis of the actual $100,000 cost 
to the affiliated group. The excess depreciation in this case 
might be disallowed if it appeared that the acquisition of the 
subsidiary was primarily for tax avoidance purposes. But if the 
facts were turned around and $1,000,000 were paid for the 
stock of a subsidiary having a plant of that value, which cost 
the subsidiary only $100,000, depreciation in the consolidated 
return would be based on the $100,000 figure, with no prospect 
of salvage to the parent corporation or the affiliated group by 
reason of the fact that the actual cost of the plant to the affili¬ 
ated group was the higher figure of $1,000,000. 

Under the present regulations, if a parent corporation owned, 
at a cost of $1,000,000, the stock of a subsidiary corporation, 
with assets of that amount, it is possible for the parent or other 
member of the group to sell to that subsidiary for $1,000,000 
assets which cost the selling corporation $50,000, and then for 
the parent corporation to sell the stock of the subsidiary now 
owning the asset for $1,000,000 without any realization of 
taxable gain. There would be no taxable gain on the sale of the 
assets because such gain was unrealized intercompany gain, 
and no gain on the sale of the subsidiary’s stock because it was 
sold at cost. Actually, the affiliated group would have had a 
very real gain of $950,000, on which, under the present regula¬ 
tions, no tax would be payable. The opposite result could be 
brought about where the transaction took place at a loss, in 
which case, deduction for the loss might not be available. 

These results are obvious distortions of true consolidated in¬ 
come and result entirely from an effort to accord limited recog¬ 
nition to the separate status of the individual corporations, 
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while, at the same time, seeking to determine income for the 
group as if there were no separate corporations. 

Referring again to the carry-back or carry-over of losses, the 
language of the regulations apparently precludes carrying back 
or forward to a consolidated return the separate return losses 
of the parent, except against its own income, which is utterly 
at variance with the idea that a consolidated return is, in effect, 
the same as a return of the parent corporation, with depart¬ 
ments instead of subsidiaries; and creates an incomprehensibly 
different result than would have been the case had the parent 
company, instead of filing consolidated returns, merged the 
subsidiaries into itself. Under these conditions, of course, there 
would be no limit upon the carry-back and carry-over privilege. 

Recommendations for Revision 

For these reasons, a critical re-examination of the consolidated 
return regulations is required. It is not possible, within the 
scope of the present paper, to make precise recommendations 
for revision. Any specific recommendation would have chain 
reaction effects on other provisions of the regulations. Con¬ 
sideration would be required of the problem of transition from 
the old provisions to the new, and the effect on corporations 
which have heretofore filed consolidated returns. Amendments 
in other portions of the Code, in the interests of consistency 
and elimination of discrimination, might be required. What 
is called for is a comprehensive overall study and review to 
eliminate and rectify the obvious inconsistencies and injustices 
which now exist, and to complete the task, which the regula¬ 
tions have so well advanced, of truly reflecting consolidated 
taxable net income. 

To summarize on the subject of consolidated returns: 

1. The s per cent penalty tax on consolidated taxable income should be 
eliminated in any event. 

s. Serious consideration should be given to making consolidated return 
filing mandatory, but only in conjunction with the following provi¬ 
sions. 
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3. The personal holding company tax provisions should be included 
within the purview of consolidated return procedure, both as to de¬ 
termination of whether the group is subject to the personal holding 
company tax, and as to the computation thereof in such event. 

4. The consolidated return regulations should be critically re-examined, 
with a view to accomplishing complete rationalization and con¬ 
sistency with true concepts of consolidated accounting procedure and 
to bringing about such simplification as may be possible. 

Intercorporate Dividends 

Basically, the subject of intercorporate dividends is a prob¬ 
lem in multiple taxation. 

In so far as the present limited tax on intercorporate dividends 
applies to corporations whose holdings of other corporate stocks 
are casual or diversified investments, the question is merely 
part and parcel of the general issue of double taxation of cor¬ 
porate income. If it is sound not to tax corporate income both 
to the corporation and to the shareholder, or to subject the cor¬ 
poration only to a normal tax and the stockholder only to a 
surtax on such income, it follows inevitably that no fax should 
be imposed on dividends paid by one corporation to another 
(at least where both are domestic corporations), since a cor¬ 
porate income tax will already have been paid by the company 
which first realized the income. 

In so far as the question relates to holding company struc¬ 
tures, consolidated return rationale should apply. In other 
words, a tax should not be imposed on the transfer within a 
single corporate group of income already subjected to corporate 
tax. 

Prior to 1936, the principle of no double taxation of cor¬ 
porate income had been recognized in the statute, at least in 
theory, and intercorporate dividends had not been subjected 
to any tax. The present provision, whereby the corporate tax 
is imposed on 15 per cent of the dividends received from other 
corporations, was enacted in 1936 expressly and avowedly for 
the purpose of discouraging holding company structures. Since, 
in many cases, parent-subsidiary relationships are economically 
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and financially desirable, the enactment of punitive provisions 
of such general application clearly seems to have been un¬ 
justified. The fact that the tax thus imposed was not extended 
to the entire amount of such dividends, but only to 15 per cent 
thereof, seems to have constituted recognition that, in their na¬ 
ture, intercompany dividends are not the same as other income, 
and should not be taxed in the same manner. Thus, we have a 
situation in which it is apparently implicitly recognized that 
intercorporate dividends are not to be taxed in the same man¬ 
ner as other income, presumably because of the resulting multi¬ 
ple tax, but they are to be taxed to a limited extent. The result 
is neither fish nor flesh nor fowl. 

Under any solution of the problem of double taxation of cor¬ 
porate income, which seeks to eliminate or mitigate such tax, 
the tax on intercorporate dividends must be eliminated. Actual¬ 
ly, the elimination of taxes on intercorporate dividends would 
seem to be the basic and minimum step in the direction of 
eliminating such multiple taxation. 
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TAX TREATIES AND OTHER TAX PROVISIONS 
WHICH FOSTER OR CHECK INTERNATIONAL 

TRADE 

Mitchell B. Carroll 
Counsellor at Law, New York 

W ITH the Security Council of the United Nations meet¬ 
ing constantly to prevent the military invasion of a 
member’s territory, and the Economic and Social Council set 
up to recommend measures to protect members from what 
might be termed economic aggression, one may wonder whether 
the Fiscal Commission of the United Nations will take cog¬ 
nizance of cases where the jurisdiction of one state is invaded 
by the taxes of anotherl 

Extraterritorial Taxation Obstructive to Trade 
Posing the question in this manner may overdramatize what 
is known as “extraterritorial taxation,” a term used to describe 
the application by a government of its tax laws to the income 
of nonresidents in such a way as to trespass upon what is gen¬ 
erally recognized as the fiscal preserves of another state. When 
this occurs, not only should the taxpayer object, but his govern¬ 
ment should also protest against the taxing of income which 
is rightfully in its own province and may have already been taxed 
by it. As taxpayers engaged in international trade are inclined 
to avoid countries which impose such taxes, recourse to extra¬ 
territorial taxation is obviously inimical to a country’s own 
interests. 

The most striking example of this type of extrajurisdictional 
taxation is perhaps the subjecting of American shipping com- 
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panies to tax by two of our good neighbors to the south, Colom¬ 
bia and Venezuela, on the basis of the entire net income derived 
from transporting products from the ports of those countries 
to ports in the United States or elsewhere in the world. Under 
normal principles of tax jurisdiction over foreign companies, 
each country should levy its tax on only that part of the income 
of a foreign shipping company which is allocable to the trans¬ 
portation service rendered within its territorial jurisdiction. 
This portion may be measured by taking into account the dis¬ 
tance run and time spent within its territorial waters (normally 
three miles from the shore) and may be weighted with a reason¬ 
able return on the property utilized in such service. This in sub¬ 
stance is the purport of the formula employed by the United 
States in subjecting foreign shipping companies to the federal 
income tax under Section 29.119-13 of Regulations 111. 

Reciprocal Exemption Applied by Most Countries 
Recognizing, however, that the revenue resulting from such 
a formula (especially if amounts received by the foreign com¬ 
pany as governmental subventions of any kind are excluded) 
would not amount to much, and that the application of the 
formula has frequently given rise to disputes if not litigation, 
the United States has offered, since the Revenue Act of 1921, 
to exempt the net income from United States sources of a for¬ 
eign shipping company if the country, under the laws of which 
the company was organized and its ships are registered, grants a 
reciprocal exemption. 1 2 This practical and wise provision has 
been matched by many countries in all parts of the world.* Al- 

1 Sections sis (b) and sji (d),I.R.C. 

2 Abbreviations refer to publications of the U.S. Bureau of Internal Revenue 
as follows: Mim., Mimeographed Ruling; C. B., Cumulative Bulletin; I.T., Income 
Tax Rulings. 

Andorra—Mim. 4148, C.B. June 1934, p. 87. 

Belgium—I.T. 3106, C.B. 1937-2, p. 166, I.T. 2969, C.B. June 1936, p. 144. 
Brazil—Art. 1042, Reg. 74 (1928). 

Bulgaria—I.T. 1549, C.B. June 1923, p. 73. 

Canada—I.T. 3038, C.B. 1937-1, P* n 9 - IT - * 754 * C.B. June 1934, p. 97. 

Chile—I.T. 3587, C.B. 1942-2, p. 151. 
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though the remaining countries have few, if any, shipping com¬ 
panies of their own, they have in general applied their tax in 
the case of foreign companies on an empirical basis, such as a 
presumed net income equal to five per cent of the gross receipts 
for transportation from local to foreign ports. 8 

As this percentage of gross receipts may amount to more than 
the net income attributable to transportation services within 
the territorial limits of the taxing state, the taxpayer should be 
permitted to prove any lesser amount of net income which is 
properly taxable. 

Colombia 4 and Venezuela 5 still apply formulas which have 
the effect of reaching the entire net income of the outgoing 
voyage, across the seas and into the territorial jurisdiction of 
other states. Representations have been made to both govern¬ 
ments, however, and it is hoped that a fair solution will soon 


Denmark—I.T. 3104, C.B. 1937-2, p. 166. I.T. 1565, C.B. June 1923, p. 73. 
Dominican Republic—Mira. 4148, C.B. June 1934, p. 87. 

Egypt—I.T. 1441, C.B. Dec. 1922, p. 81; Mim. 4148, C.B. June 1934, p. 87. 
Finland—I.T. 3645, C.B. 1944, p. 338 (under I.R.C. and 1938 Act). 

France—I.T. 3106, C.B. 1937-2, p. 166. 

Germany—I.T. 2142, C.B. June 1925, p. 32. 

Great Britain—I.T. 3104, C.B. 1937-2, p. 166. I.T. 3134, C.B. 1937-2, p. 167. 
Greece—I.T. 3104, C.B. 1937-2, p. 166. 

Guatemala—Mim. 4148, C.B. June 1934, p. 87. 

Honduras—Mim. 4148, C.B. June 1934, p. 87. 

Irish Free State (from April 6, 1932)—I.T. 2755, C.B. June 1934, p. 97. 

Italy—I.T. 2280, C.B. June 1926, p. 50. 

Monaco—Mim. 4148, C.B. June 1934, p. 87. 

Morocco—Mim. 4148, C.B. June 1934, p. 87. 

Netherlands—I.T. 3045, C.B. 1937-1, p. 119. 

Nicaragua—Mim. 4148, C.B. June 1934, p. 87. 

Northern Ireland—I.T. 3134, C.B. 1937-2, p. 167. 

Norway—I.T. 3104, C.B. 1937-2, p. 166. I.T. 1328, C.B. June 1922, p. 111. 
Panama—I.T. 3465, C.B. 1941-1, p. 268. I.T. 3559, C.B. 1942-1, p. 132. 

Paraguay—I.T. 1609, C.B. June 1923, p. 76. 

Persia—I.T. 1749, C.B. December 1923, p. 199. 

St. Lucia—I.T. 1686, C.B. June 1923, p. 78. 

Siam—I.T. 1473, C.B. December 1922, p. 82. 

Sweden—I.T. 3083, C.B. 1937-1, p. 120, revoking I.T. 3024, C.B. Dec. 1936, p. 117. 

I.T. 1327, C.B. June 1922, p. 111. 

Switzerland—Mim. 4148, C.B. June 1934, p. 87. 

Uruguay—Mim. 4148, C.B. June 1934, p. 87. 

9 See, for example, Australian Commonwealth Tax Assessment Act of 1936, 
Sec. 129; British India Income Tax Act of 1922, Secs. 44-A and 44-B. 

4 Decree 2374 of 1936, Art. 5. 

8 Regulations to Income Tax Law of Venezuela, Art. 81. 
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be found, preferably in the form of an agreement for reciprocal 
exemption. 


Basic Conflicts of Tax Jurisdiction 

These instances of extraterritorial taxation are the outstand¬ 
ing present examples of conflicts of tax jurisdiction. The conflict 
has been avoided in other cases by means of exemption through 
provisions in the tax law, such as those found in the law of 
Brazil* and in our own Internal Revenue Code, 7 or in bilateral 
agreements, such as our tax conventions with France, 8 Sweden,* 
Canada, 10 and the United Kingdom. 11 Recourse to such methods 
has been necessitated by the ever-increasing growth of income 
taxes, especially since World War I. 

The above-mentioned instances of extraterritorial taxes on 
foreign shipping companies are only examples of the conflicts 
that arise when the one government subjects to tax the income 
of a nonresident which may be attributable to sources outside 
its own territorial limits and within another state/ Perhaps the 
most widespread practice of this kind is subjecting the entire 
income realized by a foreign enterprise on sales of goods in the 
taxing state without permitting the exclusion of income allo¬ 
cable to the manufacturing establishment of the foreign enter¬ 
prise in another country. 

Conflicts also arise when income taxed by one government on 
grounds of source is taxed in a second state by reason of the 
recipient’s residing there. The situation is further complicated 
if the income from a source in one state, which has been in¬ 
cluded in the recipient’s entire net income taxable in his coun- 


• Decree Law No. 5844 of Sept. 9, 1943; Art. 30 provides that foreign shipping 
and air navigation companies shall be exempt from income tax if, in their own 
country, Brazilian companies with the same objects enjoy a similar advantage. 

• Secs, sia (b) and 831 (d), I.R.C. 

• Convention signed July 85, 1939, Art. 6 (U.S. Treaty Series 988). 

• Convention signed March 83, 1939, Art. IV (U.S. Treaty Series 958). 

10 Convention signed March 4, 1948, Art. V (U.S. Treaty Series 983). 

u Convention signed April 16, 1945, Art. V (Treaties and other International 
Acts Series No. 1546). 
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try of residence, is also taxed in a third state (such as the 
United States) because of the recipient being a citizen thereof. 

Generally speaking, countries which tax only income from 
sources in their own territory continue to tax on that basis 
even if a citizen goes abroad to live. Those which tax residents 
on income from all sources likewise restrict the basis of the tax 
to income from local sources where the individual transfers his 
residence to another country. 

Types of Relief from Double Taxation 

Countries have recognized the excessive burdens which re¬ 
sult from imposing a general tax on entire income of resident 
taxpayers (because of having jurisdiction over the person resid¬ 
ing in their territory), when a part of the income has already 
been taxed in another country (because of its jurisdiction in 
rem over the source of the income). Relief has been granted in 
tax laws in various ways, such as (a) through exempting foreign 
income from so-called schedular or impersonal taxes on certain 
classes of income, although they include such income in the 
entire net income of the residents subject to an additional 
general income tax; (b) through taxing foreign income at a 
reduced rate; and (c) through exempting income allocable to a 
permanent establishment abroad or income taxed abroad. 

United States Credit for Foreign Taxes 

The United States Congress has since 1918 recognized the 
prior right of the foreign country to tax income from sources in 
its territory and has granted a credit against its income tax for 
income taxes paid to a foreign country or a territorial posses¬ 
sion of the United States. This credit is so limited as to pre¬ 
vent a reduction of the United States tax on income from 
domestic sources. (Sec. 131, I.R.C.) This involves an allocation 
of income to sources in the foreign country and to sources in 
the United States. For this purpose the United States Treasury 
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has provided rules of allocation (Sec. 29.1 xg-i to 15 of Reg. 111), 
which have been clarified in some instances, and confused in 
others, by court decisions. 

In any case, the person claiming credit for a “foreign” tax is 
allowed to allocate to the foreign country only so much income 
as is permitted under the American rules even though the for¬ 
eign tax administration has reached out and taken more income 
for the basis of its tax. Thus, in the case of the Colombian and 
Venezuelan taxes on American shipping companies, while each 
country has extended in effect its fiscal arm across the Caribbean, 
up the Atlantic coast, and into the port of New York, the Wash¬ 
ington authorities take the position that our regulations permit 
a credit against the American tax with respect to only that part 
of the American income which is attributable to Colombian 
or Venezuelan territorial waters in accordance with the well- 
tested formula in our regulations. 

Hence, the credit applies and double taxation is prevented 
only in respect of a small portion of the taxes of those countries. 
The balance of their taxes represents an additional cost that a 
shipping company must bear when transporting products from 
Colombian or Venezuelan ports, unless the cost can be passed 
on to the purchaser of the products. In the case of oil, which 
has to be sold in world markets in competition with oil from 
countries that do not impose such taxes, the levying of the 
extraterritorial tax is expected to result eventually in a reduc¬ 
tion in the sale price of oil at the seaboard of the country of 
production. 

Recourse to Bilateral Agreements 

As a country is generally reluctant to give up any of its power 
to tax foreigners unless it gets something in return, most of 
the leading commercial countries have resorted to bilateral 
conventions for the avoidance of double taxation. 1 * 


1* League ot Nations, Committee on Double Taxation and Fiscal Evasion, 
Collection of International Agreements and Internal Legal Provisions for the 
Prevention of Double Taxation and Fiscal Evasion, ip28-i$j6. 
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The tax treaties concluded by the United States with France, 
Sweden, Canada, and the United Kingdom, which have already 
been mentioned, are essentially similar in many respects to the 
bilateral conventions concluded between many pairs of Euro¬ 
pean countries. This is due largely to the fact that American 
experts and officials have collaborated with European officials 
in formulating model conventions at the Conference of Govern¬ 
mental Experts held by the League of Nations in Geneva in 
1928, 18 at annual meetings of the League’s Fiscal Committee, 
and subsequently at Regional Tax Conferences of the League’s 
Fiscal Committee in Mexico in June, 1940, and July, 1943. 1 * 
The American treaties with France and the United King¬ 
dom are especially notable in that they obviated conflicts 
which had continued over a long period of years, apart from 
the fact of introducing basic principles of taxation calculated to 
encourage the flow of trade and investments. Thus, the treaty 
with France, signed in 1932 and superseded by the present 
agreement, signed in 1939, supra, eliminated for American 
parent companies liability to the French dividend tax on the 
proportion of the dividends distributed in America which 
corresponds to the investment of the American company in a 
French subsidiary (Article 16). The treaty also freed an Amer¬ 
ican company with a branch in France from liability to the 
dividend tax on the basis of the taxable quota of dividends 
distributed and limited the basis of that tax to a presumed 
dividend equal to three-fourths of the actual profits realized by 
the branch (Article 15). 

Principal Purposes of the British-American Tax 
Convention 

Owing to a United States Supreme Court decision, 15 which 
held that the British standard rate of tax, under American con- 


i* League of Nations. Document C. 562. M. 178, 1928 II. 
w League of Nations. Document C.2.M.2. 1945.II.A. 
Biddle v. Commissioner, 302 US 573, 58 S. CT. 379. 



180 HOW SHOULD CORPORATIONS BE TAXED? 

cepts, is paid by the company in England, an American in¬ 
dividual shareholder in a British company was deprived of 
the credit for the United Kingdom standard rate of tax, which 
under the law of the United Kingdom is first paid by the com¬ 
pany and then recouped from the shareholder. The denial of 
the credit in respect of dividends was extended to interest and 
royalties. The primary advantage of the treaty between the 
United States and the United Kingdom is to restore the credit 
to the recipient of dividends from England (Article XIII). The 
American shareholder in a British company, who includes in 
his income the amount of English tax appropriate to the 
dividend received, may credit such tax against the American 
tax within the limitations of Section 131, 1 .R.C. The convention 
also provides for reciprocal exemption of interest (Article VII) 
and patent and copyright royalties (Article VIII). 

The sale of American products in England should be en¬ 
couraged, if other circumstances permit, by reason of the 
provision that an American corporation is not taxable there in 
respect of its business income unless it has, for example in Lon¬ 
don, a permanent establishment as defined by the convention. 
If it has such an establishment, it is taxable only on the income 
that would be earned if the establishment were an independent 
enterprise (Article III). 

Other provisions in the treaty are intended to encourage the 
movement of men from one country into the other. Thus, in 
regard to business visitors, the United Kingdom treaty (Article 
XI) exempts from United Kingdom tax the individual employed 
in the United States and normally resident here, if he is sent 
by his company to England and remains there for less than 183 
days in the taxable year. After that time, he becomes taxable in 
England, and, if he becomes a bona fide resident of the United 
Kingdom for the entire taxable year, so as to comply with Sec¬ 
tion 116 (a), I.R.C., he is exempt from the United States tax in 
respect of his income earned in England. 
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Conventions Held Beneficial to International Trade 
Time is lacking to discuss in detail the various provisions of 
these conventions. They have been acclaimed, however, by the 
members of the National Foreign Trade Council as being of 
great advantage to American individuals and companies oper¬ 
ating in the countries to which these conventions apply, and 
the rapid negotiation of similar conventions with other coun¬ 
tries around the world has been wholeheartedly recommended. 
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DOES THE PRESENT TAX SYSTEM DISCOURAGE 
BUSINESS ENTERPRISE? 

W. L. Hearne 

Tax Supervisor, United States Steel Corporation 

O UR QUESTION is “Does the Present Tax System Dis¬ 
courage Business Enterprise?” The answer is that of 
course it does. As far back as 1942 as distinguished and as lib¬ 
eral an economist as Professor Sumner Slichter of Harvard 
said that a visitor from Mars, in viewing our taxes, would sus¬ 
pect, to use his words, “that a communist fifth-columnist was 
writing the laws for the purpose of making private enterprise 
unworkable.” Since that time tax rates have mounted greatly, 
resulting in a multiplied effect upon the discouragement. 
Perhaps this is the basic reason why the Tax Institute has today 
arranged the program that is here being conducted. 

Taxes are costs. Costs that have to be surmounted in the 
course of production constitute deterrents to undertaking pro¬ 
duction no matter what the origin of the cost. If it didn’t cost 
something to produce there would be a great deal more produc¬ 
tion. That is a general truth which, I believe, no one will dis¬ 
pute. Our real question, therefore, is not whether taxes repre¬ 
sent costs which discourage business enterprise so much as 
whether or not the discouragement is so great that it might 
prove disastrous. That finally becomes mostly a matter of judg¬ 
ment, and my own judgment is that the present structure, the 
incidence and the weight of our taxes, are such as to put us in 
great danger if continued more than a couple of years in a 
competitive economy. 
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Let me be a bit more specific. There are two ways in which 
taxes discourage business enterprise. Neither one of them is so 
obvious as to command immediate and widespread recognition 
and acceptance. But that only makes it all the more important 
that they be discriminatingly discerned and appraised. The 
first one has to do with the effect of taxes upon corporations, 
and the other one has to do with the effect of taxes upon in¬ 
dividuals. With the latter it would superficially seem that we 
are not concerned here, since this forum is supposed to be 
about business enterprise. Nevertheless, it is a fact that all 
businesses are, in the last analysis, initiated, financed and man¬ 
aged by individuals for the ultimate purpose of satisfying cus¬ 
tomers—who in the last analysis are also individuals. This is 
truth that cannot be neglected. 

Corporation Taxes 

Let’s look at corporate taxes as they exist today. There are a 
lot of corporations and they are paying many kindrf of taxes to 
federal, state, and local governments. We do not have time to 
go into all of them and their ramifying effects upon business 
enterprise, nor is it necessary to do so because the big tax bur¬ 
den now and in prospect is the federal tax on income. That tax 
may or may not be a cost of production as distinguished from 
a cost which affects production. We could spend a lot of time 
fighting over whether or not it is a cost of production—that is, 
whether it is a tax that is passed on to customers, or whether it 
is a tax that is levied on the owners, and sticks. My own opinion 
is that in the long run it tends mostly to be passed on to cus¬ 
tomers. But regardless of whether or not the corporate income 
tax is a cost of production, there isn’t any question at all about 
it being a cost of earning an income through the corporate form. 
That is the thing which makes it a deterrent to business enter¬ 
prise whether it is passed on to customers as an increase in price, 
or whether it sticks as a decrease of the income available to 
owners. This is why: 
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Assuming it is a cost of production, we have to remember 
that no producer is the boss of his customers. The line of au¬ 
thority runs the other way. It is the customer who is king. 
Producers cannot put prices up simply because they have costs 
to cover and expect customers to buy just as much at the higher 
price. Price increases deter customers from buying. Mounting 
costs require mounting prices to cover them. Taxes are costs 
which make no contribution to production, through the sale 
of which the cost can be recovered. The presence of such costs 
pushing against customer resistance means quite simply that it 
is harder for business to make ends meet, or in terms of today’s 
topic, it is a discouragement to business enterprise. 

Or take it the other way around: Suppose that the income 
tax reduces the income available to the owners of corporations. 
There is only one answer here, too. The only reason that cor¬ 
porations are organized is in the hope of profit. Anything which 
says to those who organize corporations, “If you should make a 
profit a large slice of it will be taken in taxes, while if you make 
a loss that is your hard luck,” can have no other consequence 
than to restrain people from organizing and conducting corpo¬ 
rate enterprise. This is so simple that I wonder why it is some¬ 
times challenged. Those who do contend that substantial taxa¬ 
tion of profits where and when they appear does not diminish 
the incentives of enterprise must answer this simple question: 
If taxing profits does not discourage people from initiating or 
conducting business enterprise, then why not tax them one 
hundred per cent? 

I said that the effect of taxes on enterprise is not superficially 
obvious. One reason for this is that ever since corporate rates 
above 20 per cent have been in effect, there has been a large 
backlog of demand resulting from the war and the reduced 
level of production of consumers’ durable goods during the 
war. As a result there are a lot of corporations in existence 
representing an investment in tools and facilities to produce 
such goods. The money has been sunk in the tools—in the bricks 
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and the mortar, etc. There is no possibility of having the in¬ 
vestment undone—that is, of the investors not having spent 
their money and of the tools never having been made. The 
investors are “stuck” with the tools. This means that existing 
corporations have to do the best they can with the situation in 
which they find themselves. They have to make whatever profits 
they can, under the circumstances whatever they are, and they 
have to endure whatever losses they encounter, minimizing them 
in whatever fashion they can. They even have to make new 
investments in the face of a tax-curtailed profit prospect in 
order not to become competitively obsolete. To become com¬ 
petitively obsolete presents a loss prospect which is worse than 
the small profit prospect. This kind of enforced enterprise is 
like taking medicine, which you wouldn’t take if you weren’t 
sick. 

All these circumstances make it possible for people to say, 
and I think with substantially complete truth, that existing 
corporations are not deterred by existing taxes from doing 
whatever is competitively necessary and financially possible to 
maintain and expand their markets—in short, to conduct busi¬ 
ness enterprise, at least to today’s date. But that doesn’t prove 
that taxes do not discourage business enterprise. It only proves 
the shortsightedness of the ones who assert that doctrine. 

No business institution can claim to be everlasting. Business 
in America is the continual process of new firms starting; of 
new firms successfully growing; of old firms falling behind in 
the competitive race and going out of the picture; of little 
firms becoming big, and big and little firms going bust. In 
short, business enterprise in America is a population of business 
enterprises in all stages of birth, youth, growth, middle-age, 
old-age, and decrepitude. For the population to remain healthy 
and productive we must have birth and growth. That is where 
the tax cost works its hidden effect. The income tax cost mounts 
up with great rapidity once an enterprise passes its “break¬ 
even” point on^the way up. A few percentage points increase 
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in volume can breed a hundred-or-more-fold increase in the tax 
cost. The tax is levied on the source not only of dividends to 
owners but on the internal source of reinvestment funds for 
growth. The tax has the effect of a concentrated squeeze on the 
element of growth. If 38 per cent of the yearly net earnings 
are taken in taxes, then there is a maximum of 58 per cent 
left to provide both the dividend incentive for conducting 
business, and the source of growth through reinvestment. These 
two together also constitute the most of what any business 
enterprise has to offer when it is seeking to persuade the public 
to invest additional savings. Shrink it and the prospect of se¬ 
curing new money for tools also shrinks. 

No, we can’t conclude that taxes do not discourage enter¬ 
prise just by looking at the behavior of enterprises already in 
existence. That is too easy. What we have to consider are the 
things that might have happened but didn’t. They are not 
there to be counted. They are the enterprises which never got 
started because they died in the minds of the men who were 
considering them. They are the growths in small enterprises 
which were not undertaken because owners and managers did 
not think the return for risk worth while or because there was 
not enough money left after taxes to finance the expansion 
deemed necessary to build a competitively sound enterprise. 

Taxes on Individuals 

And that leads me to brief consideration of the taxes on in¬ 
dividuals. I guess that no one will deny that the outstanding 
characteristic of today’s tax structure as it affects individuals is 
the steeply progressive nature of individual income taxes 
amounting to virtual confiscation of income in the higher 
brackets. I think there are certain other things which no one 
will deny. I shall merely recite them and put them together. 
A society progresses by finding ways and means of producing 
new or better things more cheaply. This requires that tools 
be provided by someone, somehow, somewhere, In the last 
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analysis, the people who are most financially able to forego ex¬ 
penditure for consumption in order to invest in the tools of 
production are those of larger income. Moreover, they are most 
able to afford the inevitable losses which attend the risking of 
money in a business enterprise. Next, they are those who know 
best where and how to invest the always too scarce savings of 
the community. If they had not been wise in such matters, they 
could not have sold their services and the use of their savings 
for the larger incomes they command. Finally, from the point 
of view of needing additional income in order to survive in 
comfort, they have far less incentive than those of lesser income. 
In short, those of larger income are those who can best both 
risk and supply the money that is spent by business enterprise 
to provide the tools of production which, in turn, result in jobs, 
production and progress. This is true even though they have 
the least incentive to expand an income that is already large. 

Bearing in mind that individuals are the final initiators and 
investors in enterprise, what would you do with taxes if you 
wanted to destroy enterprise? The answer seems to be pretty 
simple. You would take the most important group of investors 
—that is, those of larger incomes—and you would take the most 
of their income away from them in taxes. This would simul¬ 
taneously deprive them of sums which they otherwise might 
invest, and destroy their incentive to invest what was left to 
them after taxes—an incentive already and inherently relatively 
less than in those of lesser income. If you wished to justify this 
course of destructive action you would probably say that they 
had the ability to pay the big taxes levied, and that, anyhow, 
they would have enough to live on after paying the tax. Both 
of these would be true. But the rest of the truth would be this: 
With their ability to pay being conscripted for tax purposes, 
both their ability and their incentive to provide the tools for 
jobs and progress would have been largely destroyed. 



CHAPTER XVI 


DOES THE PRESENT TAX SYSTEM DISCOURAGE 
BUSINESS ENTERPRISE? 

Stanley H. Ruttenberg 

Assistant Director of Research 
Congress of Industrial Organizations 

I T IS DIFFICULT for me to see how our present tax struc¬ 
ture, in any major way, discourages American business 
enterprise. I personally believe that the exponents of this theory 
use it as a means to an end, the end being reduced tax liability. 

During the war years American business prospered and profits 
attained new heights. American corporate earnings, after taxes, 
during the war years were about double what they were during 
the prewar years. Our tax structure during the war included 
a 40 per cent tax on corporate income up to a maximum of 
85 per cent on excess profits. This tax structure didn’t prevent 
our economy from attaining ever new heights. Business enter¬ 
prise expanded phenomenally. Corporation income and divi¬ 
dend recipients received sufficient return to warrant encourage¬ 
ment of business enterprise and business capital. 

After V-J day excess profits taxes, effective as of January 1, 
1946, were eliminated. Corporation taxes, as well as individual 
income taxes, were reduced 5 per cent. Certainly, if the tax 
structure which existed during the war was not discouraging to 
business enterprise, our present tax structure which eliminates 
excess profits taxes and has reduced corporate and income taxes 
cannot possibly be discouraging to American business enter¬ 
prise. Those who say that business is discouraged by our tax 
structure use that as an excuse to secure the enactment by 
Congress of a lower tax structure. 
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Industry naturally wants to earn more and more profits. 
Large investors in high income brackets, who constitute the 
overwhelming majority of stockholders, want their net income 
increased. In spite of their desires, however, or maybe because 
of them, our existing tax structure has not precluded business 
enterprise from developing. 

Purchasing Power More Important Than Taxes 

On the other hand, business enterprise is hindered and dis¬ 
couraged far more by the reduced purchasing power of the mass 
of American consumers. Our present corporate tax structure 
discourages business enterprise less than the existing income 
taxes on low income workers. Low exemptions for American 
families reduce their income and restrict mass purchasing 
power, thus reducing business opportunity with the consequent 
effects of discouraging business enterprise. Our economy can 
best be encouraged by increasing demand for products at a 
price which will enable the mass of American Consumers to 
purchase them. This demand can only be expanded and en¬ 
couraged by permitting the low income people of America to 
earn sufficient income to buy the necessities of life—the purchase 
of which constitutes the blood stream of our economic system. 

Higher levels of purchasing power can come about only 
through a reduction in taxes upon the lower income recipients. 
Exemptions of $500 for an individual should be increased so 
that all American workers will have an income sufficient to 
attain a standard of living of health and decency. 

This requires an equitable distribution of our national in¬ 
come. I wonder how many people realize that the relative 
share of national income going to wage and salary earners in 
the third quarter of 1946 was smaller than the share they re¬ 
ceived during the war years. Wage and salary earners had 
their proportion of national income reduced from 68 per cent 
during the war years to a little over 62 per cent in the third 
quarter of 1946. While this is occurring, the share of national 
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income going to business through dividends, interest, rents 
and profits is on the upturn. This raises an extremely interesting 
point. Our present tax structure leaves corporations and high 
income individuals with earnings so high that the continual 
flow of our national income stream is broken. High concentra¬ 
tion of wealth and income in too few hands leads to greater 
discouragement of business enterprise than any other factor. 

In effect, I am saying that we need a progressive corporate tax 
structure which will aid in equitably distributing our national 
income. Income must find its way into the hands of the mass 
of American consumers and this can be done by one or all of 
the following methods: (1) raise wages, (2) reduce prices, or 
(3) increase taxes on corporations and high individual incomes. 
The institution of one or all of these measures would tend to 
place in the hands of the mass of consumers the income neces¬ 
sary for the expansion and encouragement of business enter¬ 
prise. 


Fallacious Arguments Adduced 

I should now like to discuss some of the reasons adduced by 
certain individuals who argue that our present tax structure dis¬ 
courages business enterprise in the traditional sense. These 
individuals argue upon two theses: (1) that double taxation of 
corporate income discourages venture capital and restricts new 
investment, thus discouraging investors because their return 
through dividends is reduced; and (2) that high income taxes 
on top income brackets make the average investor indifferent. 

Let us examine each of these two arguments in turn. First, 
arguments against double taxation are fallacious and, in my 
judgment, an attempt to eliminate or reduce corporate taxes. 
What share of corporate profits is really taxed doubly? Obviously 
only the distributive share. A considerable amount of corporate 
income is plowed back into capital equipment and surpluses 
of the corporation. That part of corporate income which is the 
distributive share goes to the stockholders. But who are the 
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stockholders of American corporations? Some eminent econo¬ 
mists who argue this thesis say that poor widows and orphans 
are the main recipients of dividend income and, therefore, are 
being deprived of their vital share of corporate earnings through 
a tax on corporations. Widows and orphans are but a small 
handful of the stockholders of American industry. 

The great bulk of dividends are received by individuals in 
high income tax brackets. More than three-quarters of our 
dividend payments were received by individuals with taxable 
income of $5,000 a year or more, according to the 1942 report 
on Statistics of Income. This income group makes up only about 
one-tenth of those filing returns. In other words, approximately 
90 per cent of the individuals filing returns in 1942 received 
only one-quarter of the dividend payments. 

A study made by the Securities and Exchange Commission in 
1937 indicated that one per cent of the shareholders of the 
200 largest nonfinancial corporations of America accounted for 
almost two-thirds of the common stock outstanding. 

I ask you simply, who benefits mostly if corporate income 
taxes are reduced or eliminated? The answer is obvious—those 
individuals in the high income tax brackets. 

Some may argue that it is unimportant who benefits and that 
all people should be encouraged, through lower taxes, to in¬ 
vest their money in business enterprise. Right or wrong, I don’t 
think there are many people on Wall Street today who would 
claim that there is a paucity of investors. Many corporations 
this year have gone to the capital market to secure more cash 
to improve their liquidity. No difficulties have arisen in ab¬ 
sorbing these stock issues. 

Certainly, the recipients of dividends in the high income tax 
brackets would like to see the income tax rates in those brackets 
reduced, but this desire does not deter them from investing, nor 
does it discourage them from promoting new enterprises that 
expand and encourage business activity. 

There is much money to be invested in business enterprise. 
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Individuals, if I may be facetious for a moment, can’t keep their 
cash in their stockings. They must invest. Sufficient tax-exempt 
bonds cannot be found to absorb all of the money waiting to be 
invested. The greatest testimony to the effect that our present 
tax structure does not discourage business enterprise is that 
individuals are freely investing in the capital market. 

Conclusions 

I think our main problem relating to this question of the tax 
structure discouraging business enterprise revolves around the 
amount of revenue which our federal government must raise 
to carry on the normal activities and functions of government. 
Is our present tax system any more discouraging to business 
enterprise than any other system that could be devised to raise 
the needed amount of revenue? Faced with the need to raise 
$30 to $35 billion in federal revenue, it becomes a problem of 
the type of tax structure best suited to raise that revenue. Cer¬ 
tainly I would admit that individuals would be more en¬ 
couraged to invest if their returns on investment were higher. 
But the fundamental issue in my mind is whether the major 
emphasis should be on dividend income or on consumer in¬ 
come; on corporate income or on individual income; on capital 
gains and undistributed profits, or on sales and excise taxes; 
in short whether we should have a progressive or regressive tax 
system. 

This is an extremely broad and difficult subject to discuss in 
a relatively short space of time. But my position can be summed 
up succinctly: 

1. Business enterprise can be encouraged far more by increasing the 
income of the mass of American consumers—thus extending purchasing 
power—than by reducing our corporate tax structure. 

9. Experience has indicated during the war, and now in this first 
year of postwar activity, that our tax structure has not been detrimental 
to business enterprise. Our tax structure has actually enabled business 
and industry to earn their highest profits in their entire history and to 
go on to the ever greater heights to which American industry, labor, and 
business are so capable of going. 



CHAPTER XVII 


DOES THE PRESENT TAX SYSTEM DISCOURAGE 
BUSINESS ENTERPRISE? 

Richard A. Musgrave 

Chief of the Government Finance Section, Division of Research, J 
Board of Governors of the Federal Reserve System .* I 

T HE QUESTION under discussion is indeed an elusive 
one. In being called upon to provide you with a ten- 
minute answer, I shall fare no better than did Alice when being 
quizzed by the Red Queen on the little matter of subtraction: 

“Try another subtraction sum,” said the Queen. “Take a bone from a 
dog. What remains?*' Alice considered. “The bone wouldn’t remain, of 
course if I took it—and the dog wouldn’t remain; it would Jeave to bite 
me—and I’m sure I shouldn’t remainl” “Then you think nothing would 
remain?’* said the Red Queen. “I think that’s the answer,*’ said Alice. 
“Wrong, as usual,*’ said the Queen; “the dog’s temper would remain.” 
“But I don’t see how—”, Alice replied. “Why, look here,” the Red Queen 
cried, “The dog would lose its temper, wouldn’t it?” “Perhaps it would,” 
Alice said cautiously. “Then if the dog went away, its temper would re¬ 
main!” the Queen exclaimed. Alice said, as gravely as she could, “They 
might go different ways.” But she couldn’t help thinking to herself, “What 
dreadful nonsense we are talking.” 1 

Well, if tax dollars are taken away from a business, what 
does remain? Less profits? Less wages? Less investment and 
fewer jobs? Or just a lost temper? Let's be more careful than 
Alice for awhile at least and answer, “It all depends." This will 
give us some time to consider what it may depend on. 

First of all, I think the answer depends on what the govern¬ 
ment does with the money. For if no taxes were collected, we 
would probably have to go without some public services and 
how would this operate on the cost of doing business? Or 

* The views here expressed are the private views of the author only. 

1 Lewis Carroll, Through the Looking Glass, Chapter 9. 
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would we face larger deficits and how would they affect price 
stability and business profit? Second, the answer depends on 
what other sources there are from which the taxes might be 
raised were they not paid for by business. Certainly, business 
enterprise may be discouraged by all sorts of taxes other than 
those on profits—even by payroll and excise taxes. Finally, there 
is a question of the technical way in which the taxes are set up 
—how losses are treated, what the shape of progression is, and 
similar matters. Let us consider briefly these three points. 

Government Use of Tax Money Pertinent 

While I have little use for the theory that all taxes paid by 
individual taxpayers are, in effect, just payments for benefits 
rendered to the same individual taxpayer, it is true that taxes 
on the whole go to pay for public services and that these public 
services, determined by the democratic process of Congressional 
action, are an essential factor in the working of our economic 
and social system. Certainly they are essential for the operation 
of business enterprise. This is obvious, of course, with regard 
to such functions as the judiciary or the highway system, which 
go directly to reduce the cost of production and distribution, 
but it also holds with respect to other functions. Educational 
expenditure will raise labor productivity. Without minimum 
standards of public health and welfare, we cannot expect that 
kind of social and economic environment in which business 
can prosper, and so on. Taxes which go to pay for wasteful ex¬ 
penditures are, of course, a burden on the nation. Taxes which 
go to pay for useful and needed public services are profitable 
to the nation as a whole and in most instances, also, to specific 
groups, including business enterprise. 

Nevertheless, it is true that most all taxes—if considered dis¬ 
tinct from the expenditure side of the budget—do have a de¬ 
pressing or deflationary influence upon economic activity. They 
leave the taxpayer with less money to spend for consumption 
or investment. This, of course, is why higher taxes are needed 
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in a period of inflation and why a reduction in tax rates is in 
order during a depression. It is, in fact, the very purpose of 
taxes to reduce private purchasing power and to transfer it to 
the government. By substituting public for private expendi¬ 
tures, some of the nation’s resources are employed in meeting 
public rather than private wants. If taxes get to be too heavy 
in their deflationary impact upon private demand, so that 
there is a danger of unemployment, tax rates should be reduced. 
If there is more purchasing power and demand than can be 
met by production, taxes should be raised to have a budget 
surplus. But this raises questions of fiscal policy and public 
debt which we should not get into here except letting the Red 
Queen know that they are in the back of our minds. 

Comparative Effects of Various Taxes 

All we need to say in order to deal with our second question 
is that the better our tax system—that is, the less depressing the 
effect per tax dollar collected—the more taxes we can afford to 
collect and the smaller the public debt we shall be able to get 
along with. The economic issue of taxation thus is to find those 
taxes which are least given to reduce private purchases, either 
consumer purchases of finished products or business purchases 
of capital goods, that is, investment. To have our economy 
function at a high level it is not enough to maintain consumer 
purchasing power while forgetting about investment, or to 
encourage investment while forgetting about consumer de¬ 
mand. Both are needed. If we were to remove taxes from 
profits to avoid the depressing effect upon investment and sub¬ 
stitute taxes on wages which would reduce consumption by 
an equal or greater amount, there would be no gain to employ¬ 
ment as a whole and little if any gain to business enterprise. If 
we can improve the tax system by lessening the burden upon 
both investment and consumption, everybody, including busi¬ 
ness enterprise and the workers, will gain. 

Leaving aside the tricky question of tax effects upon con- 
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sumption—which the Cheshire Cat may solve for us by vanish¬ 
ing from the scene—let us look briefly at the matter of taxation 
and investment incentive. The sixty-four dollar question here 
is one that has already been discussed in this symposium: Is 
it better to tax investment income through the medium of a 
tax on corporation profits, or is it better to tax profits 
under the personal income tax, after dividends have been re¬ 
ceived by the individual shoreholder? To make the latter al¬ 
ternative acceptable, some way must be found to deal with 
retained earnings, since only part of the profits are paid out as 
dividends. Let us assume that a solution is found. Our choice 
between taxing corporation profits or taxing dividend income 
then depends mainly on these two points: How effective can we 
be in taxing business profits at the corporation level; and which 
will be more harmful to investment, the taxation of corporate 
profits or the taxation of dividend income? 

The first point, of course, raises the imponderable of tax 
shifting; yet, without providing some answer to it, or at least 
without risking some specific hypothesis, there can be no in¬ 
telligent discussion of corporate taxation. To the extent that 
the corporation tax is passed on to consumers or wage earners 
it is in effect a payroll or excise tax. Hence, talk of double 
taxation or of directly depressing effects upon profit incentives 
is beside the point. To the extent that the tax is shifted, it is 
similar or inferior to a more general payroll or sales tax—and 
that would make it a very bad tax indeed. 

If I had to choose my own hypothesis (based, in part, upon a 
compromise between what I learned at Harvard and what 
businessmen tell me), I would assume that under ordinary 
conditions and for the bulk of business about one-third of the 
tax is passed on while two-thirds is borne by profits. If, there¬ 
fore, the corporation tax is considered to be largely in the 
nature of a tax on profits, the desirability of retaining it de¬ 
pends upon the answer to the second point, namely, the loca¬ 
tion of investment decisions. 



800 HOW SHOULD CORPORATIONS BE TAXED? 

This point, I fear, is but little less nebulous than that of 
shifting. Much of the current argument against the retention 
of a corporation tax as such seems to be based on the assump¬ 
tion that investment decisions are largely made by the cor¬ 
poration executive and that, therefore, taxes levied upon the 
corporation will prove a more serious investment deterrent 
than corresponding taxes on the shareholder’s dividend income. 
I am inclined to think that this view has been exaggerated. I 
am impressed with the fact that very high personal surtax rates 
may prove an investment deterrent. There is something depress¬ 
ing about the very altitude of a 70 per cent rate. I am less 
impressed with the likelihood that a well designed and moderate 
corporation tax of, say, 30 per cent will keep the executives of 
a large corporation—and as far as yield is concerned it is only 
the large corporations that matter—from making an invest¬ 
ment which they otherwise would have been eager to make. 
There is no certainty, moreover, that the alternative to repeal¬ 
ing the corporation tax would be further taxation of dividend 
income at the personal level; the choice in practice might well 
be between corporation taxes and, say, excises rather than in¬ 
come taxes. If this were the case, we would be thrown back to 
the question of depressing consumption effects. 

Suppose, however, that the corporation tax as such were dis¬ 
continued or reduced and the double taxation of dividend in¬ 
come eliminated or curtailed.* How would the problem of un¬ 
distributed earnings be handled? I would favor giving a credit 
for dividends paid under the corporation tax over the British 
method of giving a credit for dividends received under the 
personal income tax. Mechanically both methods may be de¬ 
signed to yield identical results, but they differ. The “divi¬ 
dend paid credit” approach avoids the need for elaborate re¬ 
funds. Also, it gives assurance that no credit is given at the 

* Whether or not the term “double taxation” is appropriate is a nice ques¬ 
tion in semantics. It is obvious, however, that (in the absence of shifting) 
dividend income is taxed more heavily with both taxes than it would be with 
any one only. 
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personal level for that mysterious fraction of the corporation 
tax which, though collected from the corporation, is not paid 
out of profits but passed on to consumers or wage earners. 

Forthcoming reductions in tax rates, I fear, will be more 
limited than usually supposed, unless all thought of continuing 
a vigorous debt retirement program is abandoned. Within the 
limited possibilities, I give first preference to a substantial re¬ 
duction in excise rates. I give second preference to some cut in 
income tax rates (though retaining a broad base) and if some 
further leeway is left, which is unlikely, I would favor a little 
further cutting of income tax rates (including high surtax 
rates) prior to considering an arrangement for dividend credits 
or a general reduction in the corporation rate beyond that voted 
last year. With due emphasis upon the uncertainties in the 
budget outlook for the years ahead I should think that it would 
be preferable for the postwar tax system to retain a moderate 
rate corporation tax. 

Technical Considerations 

I would favor this, especially, because improvements in the 
definition of the tax base—which are extremely important with 
respect to incentive effects—seem to be more feasible in some 
strategic respects if applied to corporation rather than to in¬ 
dividual incomes. I have reference to such matters as the carry¬ 
over of losses, accelerated depreciation, and possible aid to 
small and new enterprises, all of which are being discussed 
in today’s and tomorrow’s meetings. 8 If a liberal view is taken 
on these points, even at the cost of some immediate loss of yield, 
I do not believe, on balance, that a corporation tax of, say, 30 
per cent will prove a seriously discouraging factor to business 
enterprise. I do suspect that a reduction of very high surtax rates 
in the top brackets of the personal income tax, which are of 
relatively little importance with respect to yield, will prove a 

3 It should be noted, however, that these devices are applicable as long as taxes 
are collected from the corporation, whether as an absolute corporation tax or a 
withholding tax on dividend income. 
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more rewarding approach. Elimination of the tax-exempt 
privilege on securities and some shifting from income to estate 
taxation as a means of progression are other items which I 
would rate highly in reducing tax deterrents to investment. 

Finally, there is the rather subtle question of how to take 
the bone from the dog without having him lose his temper. 
This is a matter which will require a good deal of training and 
understanding on both sides and in which strenuous coaching 
by the Red Queen will undoubtedly be needed. Basic to such 
an understanding is the fact that business enterprise and gov¬ 
ernment finances while operating on different principles are, 
nevertheless, life partners in the common business of national 
prosperity. 



CHAPTER XVIII 


DOES THE PRESENT TAX SYSTEM DISCOURAGE 
BUSINESS ENTERPRISE? 

Roswell Magill 
Cravath, Swaine & Moore 

T HE QUESTION we are discussing, “Does the present tax 
system discourage business enterprise?” could be answered 
in two words, “And howl” 

I am just a country boy. I can at least say that on the island 
of Manhattan. I grew up in the middle of Illinois on a farm 
and I live out in a rural area in Connecticut on something on 
which, however, I do not take farm losses. One of the facts of 
life on farms, whether in Illinois or in Connecticut, is that in 
order to produce crops you have got to cultivate the land. You 
have got to have some people doing this, in order to get crops. 
The farmers and the workers prosper if the crops are good. 
They won’t prosper if the farm is badly managed, or if the 
farm is poorly cultivated. 

I have been told that the merry little ant, one of our most 
industrious workers, has a little aphid which stores up honey 
for him, and that the little ant wouldn’t survive for very long 
if he didn’t have the little aphid digging around and storing 
up that honey. 

I have never heard it said by my biologist friends that the 
ant spends any time trying to cut the throat of the aphid. 
Rather, I am told that an ant will go out of its way to try to 
preserve that aphid and keep it working. 
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Neither have I observed any of my human friends kicking 
over beehives, at least if the bees are busy producing honey 
for human consumption. 

Consequently, it has been a matter of wonderment to me, 
even when not reading Alice in Wonderland, that the worthy 
CIO and the worthy AFL spend their time in the way that 
they do. Here they have some busy aphids working for them. 
If the aphid didn’t work, the members of the CIO and the 
AFL would not eat very well or very long. Unless they can 
keep the aphid at work, there isn’t going to be any CIO and 
there isn’t going to be any AFL. 

Consequently, it would seem to me, as I believe it has seemed 
to more serious students, to be a curious thing that the labor 
movement of this country has not recognized some community 
of interest with even these tough devils, like Mr. Hearne here, 
who also work for great, big, rich corporations. If there were 
not any great, big, rich corporations, how many steel workers 
would there be? If Mr. Hearne and the rest of them over in 
United States Steel finally decided that the game wasn’t worth 
the candle, that they might just as well quit and run an invest¬ 
ment trust or something like that, just exactly where would the 
steel workers be? 

There is a tremendous community of interest there and it is 
amazing to me that men as smart as Dr. Ruttenberg seem to 
think that the best way for the ant to get along is to put 
some DDT on the aphid. 

There hasn’t been much talk about incentives here. The first 
two speakers were more interested in the much more alluring 
topic of tax systems and consumption. I would like to speak 
briefly about incentives. 

All of you are aware that corporations are run by men, that 
corporations are owned by men. The tax on corporations 
doesn’t mean quite that. The corporation isn’t going to pay it. 
The tax is going to be paid by men. The incentives we are talk¬ 
ing about are the incentives of men somewhere. 
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Now, the incentive to make the corporation great, to de¬ 
velop greater activity in that company, has to come from some 
individual. So we must ask: What does the tax system do to 
that individual? 

If he gets as much as $18,000, and the managers of many cor¬ 
porations get at least that much, he is going to have to give to 
the Treasury more than half of the income produced by any 
additional energy or vitality that he exerts on this enterprise 
of his. I don’t think you can draw conclusions from the incen¬ 
tives that operated during the war. We are now out of the war. 
Are we really encouraging that fellow to use that extra vigor 
and extra intelligence and push himself along when we require 
him to give the United States Treasury fifty per cent or better 
of what he gets? 

You know the rest of the story. You don’t have to get up an 
awfully long ways above $18,000—I think it is something like 
$44,000—when you must give the government more than two- 
thirds of any additional dollars you make. 

Is that the way to get the additional vigor, the additional 
vitality, the additional incentive, which we must have in Amer¬ 
ican business enterprise if not only the ants are to live but the 
aphids are to live, too? 

You get on a little higher, up to about $70,000, and the gov¬ 
ernment gets over three-fourths. There are plenty of business 
executives who are receiving $70,000 or more. 

Is it good public policy, is it good common sense, can you 
encourage a man to produce more, to do more, to put addi¬ 
tional vigor and vitality into his work by giving him only 
twenty-five cents out of every dollar that he earns? 

I submit that you cannot do it that way. Stated positively, the 
present tax structure, the present highly progressive surtax 
rates, are stifling, so far as business enterprise is concerned. If 
you want active business, you’ve got to get these fellows who 
produce to be active. It is the managers of business who are 
responsible for its welfare. We should encourage those fellows 
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to drive forward. You are giving them very little incentive 
under surtax rates of the sort which we have now. 

In the second place, there has been a lot of talk here today 
as to just where the corporate tax finally lands. I don’t know 
where it lands either. One fact is simple and clear, however. 
All you have to do is ask somebody or to read the Internal 
Revenue Code and you will observe that dividend income is 
taxed twice and all other income is taxed once. 

Is that fair? Now, I could discuss at some length all of the 
different methods that you might use to eliminate or minimize 
the double tax. 

The debate then proceeds along these lines: “Well, we 
mustn't do it this way because there will be an inequity, and 
we mustn’t do it some other way because that too would result 
in an inequity, and so we should do nothing.” 

Let us come back to the simple proposition that dividend 
income is taxed twice, and all other incomes are taxed only 
once. Is that the way to get anybody interested in investing in 
common stock? Moreover, if the corporations can secure funds 
more easily by issuing bonds with a deduction for bond interest, 
than it can by selling stock with no deduction for dividends 
paid, is there any incentive for it to get additional capital 
through stock issues? Is there enough incentive on the part of 
venture capitalists when they see what is going to happen to 
them? 

In conclusion, I would agree with the basic philosophy of all 
of the speakers, that the tax system should be equitable. We 
all agree on that. I think we all agree that the rate structure 
as applied to individuals, not to corporations, has been and 
should be a progressive rate structure; that you should not 
impose the same rate of tax on the poor, little fellow at the 
bottom of the scale that you impose on the fellow at the top 
of the scale. 

The difficulty, as we all know, is in working out what that 
progressive rate scale ought to be. What I have tried to submit 
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to you is that the present tax structure is stacked against venture 
capital. It is particularly stacked against the managers of cor¬ 
porate enterprises who, after all, are the fellows that you have 
got to depend on to make the corporate structure function for 
the benefit of the stockholders, and of labor, and of the con¬ 
suming public as well. 
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Chairman, Finance Committee, United States Rubber Company, 
and Chairman, Tax Council, 

National Association of Manufacturers 

I WELCOME the opportunity to speak on this topic for two 
reasons: First, I want to commend the officers of the Tax 
Institute for promoting a discussion of major tax policy 
and for rendering an important public service thereby; and, 
second, I am privileged to talk about a fundamental which is 
deeply rooted in our economy. 

As you know, there exist sharp differences of opinion today 
over the use of the taxing power, whereas scant division ex¬ 
isted two decades ago. Hence your concern over this question 
is understandable. The fact that you are here to listen to a dis¬ 
cussion of this nature; the fact that more Americans are exam¬ 
ining the foundations of their liberty than at any period in 
nearly a century; the fact that so many taxpayers have become 
conscious of their obligation to the nation, all indicate that 
the thinking people of America are coming alive to the serious¬ 
ness of the situation that confronts us. 

The historic conception of taxation has been that of raising 
necessary public revenue—enough to pay for essential govern¬ 
ment services. That is the conception which I propose to 
defend. 

There are, on the other hand, those who would use the power 
of the state to confiscate private property and industry, but they 
are in the minority. In the past decade or so, one school of 
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thought has urged the government to use its fiscal power not 
only for revenue raising but also for manipulating our national 
economy. If such theorists had their way, our government 
would tax, spend, and borrow in order to regulate national 
income, prices, and employment. 

They would continue the system used for the past sixteen 
years of building the debt without apparent immediate pain 
to the economy, through the sale of bonds to the commercial 
banks, and through the hocking of these bonds to the Federal 
Reserve Banks for newly printed money, which has expanded 
currency in circulation fivefold since 1933. What has happened 
to the dollar is just nothing compared to what can happen un¬ 
less the government starts not only to pay its way but to retire 
the debt. Continuing to monetize the debt leads only to in¬ 
flation. 

All taxation is burdensome, and tends to slow up economic 
activity in some particular; no tax is neutral; all taxation, by 
nature, is confiscatory regardless of the purpose for which it is 
levied. The power of taxation is recognized as one of the most 
potent forces in our entire economy, and dangers of its misuse 
were recognized in the early days of our Republic. It is proper 
that this power should reside in the hands of the Congress. 

Taxation amounts to the seizure of private property for 
public use without direct compensation to the taxpayer. We 
accept it because we recognize that the government furnishes 
useful services for our common welfare. We understand, too, 
that payment for these services must come from taxes collected 
from the public. 

Although an individual may not feel that his share of the 
benefits is in proportion to the taxes paid by him, a test of 
general community benefit frequently helps to determine 
whether the tax was wise and proper. When government takes 
private property with no intent to provide benefits commensu¬ 
rate with the amount taken, its action is wantonly confiscatory 
and the effect must be utterly destructive. 
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Those who would employ the government’s fiscal authority 
to direct our economy claim, too, that their program meets the 
test of community benefit. They would use this power to sup¬ 
ply not only the ordinary services, such as the administration 
of justice, but for the alleged loftier purpose of bolstering the 
national income. To achieve their goal, they would borrow and 
spend—spend and borrow. 

History is full of examples of peoples who used inflation to 
lay the groundwork for false prosperity. Germany tried it 
after the first World War, and offered financial schemes which 
at the start were cast in the same mold as those used in the last 
few years in this country. As we all know, the German plan 
quickly got out of hand, although, in the beginning, it was pre¬ 
sented to the German people for the good of the nation. But it 
turned out to be a horrible example of the use of fiscal policy 
to regulate the economy. 

The Germans fought a series of losing battles. These fol¬ 
lowed exactly the lines of the long skirmish which our un¬ 
lamented OPA recently lost. The spiral of inflation was un¬ 
checked. There are two results which I want to emphasize. 
One is that the German people themselves—and not just a 
class among them—took the final loss in dollars and cents. 

The other is that the demoralization which resulted from 
this inflation was what opened the door to Hitler. As is hap¬ 
pening in America today, statism was presented as a cure; it 
proved a curse. 

Postwar Tax Plans 

In the hands of the starry-eyed planners, taxation becomes a 
weapon of destruction. Used cautiously and with the proper 
safeguards, the taxing power becomes an instrument for the 
common good. Even when used carefully by the government 
and without conscious effort to regulate the economy, it exer¬ 
cises an important effect on the whole economy. We need to 
study constantly the consequences of tax burdens and try to 
hold their harmful effect to a minimum. This is not easy to 
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do. Absence of agreement among even competent tax authori¬ 
ties makes difficult the measuring of the effects of a given tax. 
You know the diversity of viewpoint found in the various tax 
plans. 

The Twin Cities group, for example, believed the economy 
would be helped best by keeping corporation tax rates high 
and by lowering the individual rates. An opposite stand was 
taken by backers of the Ruml-Sonne plan, who would keep 
individual rates high while granting corporations virtual ex¬ 
emption from taxation. Some tax planners advocate a substan¬ 
tial amount of excise taxation; others would completely elimi¬ 
nate excises, excepting on liquor and tobacco. 

It is too much, of course, to hope for complete agreement 
among tax planners as to how the tax system can best be rebuilt. 
Everyone agrees that a number of reforms are long overdue. 
Certainly a broad revision of the general tax structure should 
be undertaken as speedily as possible. 

There is a rosy side to the various postwar tax plans. I refer 
to the general agreement about maintaining private enterprise. 
There is agreement also about the control of federal expendi¬ 
tures, the provisions for debt retirement, and in measuring 
the tax burden against the public benefits provided. 

Let me set forth the two principal objectives associated with 
the use of taxation for nonfiscal purposes. They are: regulation 
of our national economy, and the redistribution of wealth and 
income. Frequently, you find these merged into a single ob¬ 
jective. 

Regulation of National Economy 

Vigorous private enterprise is essential to the American way 
of life as we have known it. A sound tax and fiscal system is 
essential to an active and healthy economy. Consequently, I 
am opposed to all attempts to regulate the economy or even 
small segments of it through use of the taxing power. 

I dislike to think what would happen if some planners have 
their way about taxing private industry. My quarrel with them 
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is based on the belief that they know so many things that 
simply aren’t true. 

In the first place, these people assume that they know what 
should be regulated and how the job should be done. This is 
like saying that the regulator, or regulators, assume to know 
what price and wage levels should be, what constitutes a rea¬ 
sonable profit to the producer, or fair return to the investor. 

The ivory-tower expert who would regulate your business 
always conveys the impression that it is his own business and 
his own property with which he is dealing. And, of course, he 
would have you believe that he knows best how to manage it. 

Arbitrary use of the taxing power against business and 
economic activities would set in motion a wide range of regula¬ 
tory controls. Here is how it would work: A law would be 
enacted directing business concerns to do certain things or to 
refrain from doing them. Whether the directive was sound or 
benefited the business, its workers, or the consumers, would 
not necessarily enter into it at all. Economic advancement can’t 
be made to order by legislative action. We were taught that 
lesson by OPA. The OPA gave lip service to the thesis that it 
wanted to remove controls; but its operation hindered produc¬ 
tion. While restriction of production is not necessarily in itself 
sufficient to condemn government regulation, if a policy restricts 
production, the burden of proof has to be on those who ad¬ 
vance the policy, and the proof must be overwhelming. 

These same people see no need to observe the rules of sound 
tax administration. Rules and principles have been developed 
over many years to assure fair and equitable treatment of tax¬ 
payers in determining each person’s share of government costs. 
When the primary purpose of taxation is used to control, 
regulate, or penalize, the standards of tax administration be¬ 
come invalid. For the test of reasonable and equitable treat¬ 
ment there is substituted the test of conformity or nonconform¬ 
ity with an arbitrary rule of action. 

Taxes imposed for penalty—that compel business to walk 
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the chalkline—are not revenue producers. A system of incentive 
taxation, which could just as well be termed punitive taxation, 
in the long run will not produce enough revenue to pay the 
costs of government. 

Examination of our fiscal policy shows that we have enacted 
far more regulatory measures than we realize. Whether or not 
the prime motive was regulation or revenue, nevertheless these 
measures are on the statute books. The forces seeking to use 
the taxing power for regulatory purposes have made their 
greatest gains in the last fifteen years. This dangerous philoso¬ 
phy is being actively sponsored and pushed by those groups 
who seek to establish a controlled economy in this country. 

Prosperity grows and flourishes under economic freedom. 
History shows that economic progress was greatest when reg¬ 
ulations were fewest. Our own industrial progress, which has 
carried us to our present high level of well-being, has come 
about despite, rather than because of, foolish controls imposed 
by government. 

If Administration leaders in Washington have their way, 
high wartime taxes will continue to shackle industry. There is 
always danger that continued tax controls will lead to other 
restrictions on enterprise. 

There is no substitute for the freedom of the individual or 
for the collective judgments which free men exercise in the 
market place. In a regimented economy, men become prisoners 
of the state. 


Equalization of Wealth and Income 
Now, there is another major purpose to which some would 
apply the taxing power. It might be termed the equalization-of- 
wealth-and-income theory. But I call it the destruction of 
wealth and income, because that’s just what it leads to. 

Anyone who has studied the history of this nation’s growth 
in the past century and a half will find this doctrine unaccept¬ 
able. Our history is filled with examples of people who made 
the most of the opportunity given them. 
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There are some, however, who cannot see the forest for the 
trees. They cannot see the flow of consumer goods because they 
see only the large incomes or fortunes accumulated by those 
who produced more and better goods at lower prices. Nor do 
they see the increased employment, the huge payrolls, or the 
diffusion of commodities which in any other country would be 
classed as luxuries. 

Any program for equalizing wealth and income would take 
away the fruits of our great industrial system and penalize its 
leaders. Because of the limitations under which we operate, we 
have to shape our tax policy to meet the normal, rather than 
the abnormal, situation. The normal situation, in my opinion, 
is one in which there is a reasonably fair adjustment of rewards 
in accordance with ability. Large income earners, as a rule, 
make proportionately large contributions to general welfare. 

Right now, management executives are paying income tax 
rates which remain around the top wartime level. This is a 
discrimination against a group which builds not only for itself 
but for the nation as a whole. They set our standards of better 
life so that even the most modest wage earner in the United 
States lives better than those who enjoy the best in other 
countries. 

Equalizing of wealth and income through taxation would be 
a leveling downward, with no lasting direct benefit for the low 
income group. Isn’t it better to have a rising standard of well¬ 
being for all, even if part of the price of our progress shall be 
the inequality of incomes? 

The use of estate and income taxation to redistribute the 
nation’s wealth can have a harmful effect on our whole economy. 
When government uses its power to levy taxes in a reckless 
manner, the pattern traced throughout all history is of gov¬ 
ernment becoming the master of the people, and inevitably a 
decline in national strength with lowered standards of char¬ 
acter and living. The great mass of people ultimately have suf¬ 
fered from the indiscreet use of taxing authority. 
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Recently there was called to my attention War Department 
Manual 763 dealing with this very subject. It is a manual on 
economics which was used in an educational program for serv¬ 
ice personnel, and it recommended the adoption of a “thor¬ 
ough-going federal estate tax which will prevent the piling up 
of wealth by individuals.” 

I shall read to you just two excerpts: 

Our goal, then, is equality such as we have just described. The first 
move in this direction, we believe, should be the adoption of a thorough¬ 
going Federal estate tax which will prevent the piling of wealth for the 
use of individuals, and will insure its expenditures in the interest of all. 
If this tax is to do its full share in reducing inequalities, it must take a 
very large proportion of a man’s estate upon his death, leaving for the 
heirs (apart from a modest provision for direct dependents) little more 
than mere keepsakes, which are valued chiefly for sentimental reasons. 

Here is another: 

We believe that estate and income taxation should be made to promote 
equality not only by relieving the rich of their surpluses, bur by bestowing 
upon the poor the revenue collected in this way. It would be doubtless a 
mistake to make the distribution on a per capita basis, and in the form 
of cash. Hence, we propose that it be done in a way that is both simple and 
sane—through the extension of social services. 

This is a sample of the propaganda that is being peddled by 
the advocates of the planned economy. Such a storm of protest 
was kicked up, I understand, that the War Department has 
withdrawn this manual and announced that it will not be used 
in the Army education program. I am sure most of us would 
like to know why the War Department ever went in for teach¬ 
ing Communism. 

Summary 

In closing, there is one thought I would like to leave with 
you. It is clear that the problems of taxation ahead have a 
serious bearing for the future of the economy. Tax policy in¬ 
volves more than a struggle among economic groups to push 
the burden of taxes off onto each other. The future develop¬ 
ment of the economy, the degree of prosperity, and the volume 
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of employment and production, most certainly will be affected 
by the sort of tax policies that will be adopted. 

All of our major problems can be met if we Americans, all 
of us, remembering our record of accomplishment, of achieve¬ 
ment over adversity, enter the future with confidence. Not 
because the way is easy, but because we, as Americans, have 
thrived and will thrive under conditions that call for extra 
effort by all of us. 

The focal point of regimentation lies in the power to apply 
punitive taxes. If we want to avoid regimentation, and I do, 
let us not pervert the use of this power. Use it only to raise 
essential revenue. Let us always remember what Chief Justice 
John Marshall said—“The power to tax is the power to destroy” 
—and avoid taking even the first step in the use of this destruc¬ 
tive power, by being eternally vigilant in guarding our hard- 
won liberties. 
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SHOULD THE TAXING POWER BE EMPLOYED TO 
REGULATE THE ECONOMY? 

Leon Henderson 
Research Institute of America 

O NE TIME Secretary of the Treasury Morgenthau called 
up Senator Pat Harrison, who was at that time head of 
the powerful Finance Committee, and he said, “Senator, I 
would like to come down and discuss with you our new tax 
program,” and Pat said, “Well, Mr. Secretary, that will be all 
right, but I do hope it does not have any social significance.” 

It is hard even for members of the Tax Institute to construct 
a tax which does not have an economic impact. I expect that 
perhaps if you had a per capita tax, something akin to the old 
head tax, or had some uniformly applied sales tax to all con¬ 
sumers, you might tend to approach a levy without economic 
effects, but when you look at what has been the effect of the 
existing complex tax structure, you know that it has had heavy 
repercussions. So it seems to me that consideration of taxation 
should be directed toward choosing taxes wisely. 

Regulation of Our Economy Dictated by Circumstances 
By recent elections in the general community we call the 
United States, we have chosen to let the impersonal market 
determine what the allocation of resources shall be, and to 
use the price system for that allocation. But there are two 
overwhelmingly important matters on the horizon which dic¬ 
tate that we shall utilize our tax power for purposes of helping 
to regulate the economy. 
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1. Size of Budget 

One of these is the size of the budget for the next several 
years; whether it will be a 25 billion dollar budget which the 
Chairman of the House Ways and Means Committee would 
like to approximate, or a 30 billion dollar budget that some of 
the members of the Senate would like, or a 37 billion dollar 
budget which, I understand, is to be recommended by the Presi¬ 
dent. When you reach a budget the size of 25 billion dollars 
or 37 billion dollars, then you must primarily consider, in my 
thesis, what is to be the economic impact. 

2. Boom-and-Bust Cycles 

The second matter, which also is not within the power of 
dictation by the NAM, is this temporary resting and readjust¬ 
ment period that comes about through cyclical rise and fall in 
business activities that is sometimes denominated “boom and 
bust.” I am not making a forecast of depression, although I 
notice that most businesses are doing it, and certainly the stock 
market has been doing it, and a little lately the economists 
and projectors have come in. 

Incidentally, I do not regard the November vote as being a 
mandate to forego or repeal all the dikes and levees that have 
been erected. I do not regard it as one which would do away 
with the Federal Reserve Board type of indirect controls, or 
any of the existing regulatory commissions. It was however, 
certainly a mandate to speed up the elimination of wartime 
controls. I would say that I have always been in favor of the 
as-speedy-as-possible elimination of the wartime controls. 

Choice Only as to Type of Regulation 

Given these two major matters—an extraordinarily high 
budget level and a prospect that the boom-and-bust cyclical 
fluctuations have not been done away with and are not likely 
to be done away with by a free market—we shall have, in my 
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opinion, a choice, not between whether we are to regulate, by 
taxation or not, but as to the type of regulation. 

I do not think for one moment that we shall choose the 
State budget system which Russia applies, and which four al¬ 
lied governments have imposed on Germany, and which Yugo¬ 
slavia seems to have adopted—entirely by free will, of course. 
I don’t believe either that we shall have that mixed economy 
type of regulation which England is employing, a combination 
of socialization, rationalization, and direct controls. 

England, as well as the rest of Western Europe, seemed to 
have no possibility of making the kind of choice that exists for 
us. I think that everything in the pattern of the recent past 
indicates that we shall, at the time of emergency, make a choice 
of a more impersonal nature. 

I happen to believe that with recent experience new tools 
have emerged, such as the central banking type of government 
financing; that we have the possibility, through a sqper-budget 
control with a fiscal and monetary authority, to keep within 
limits the gyrations of a very, very sensitive business system. 

I do not regard that as regimentation. I think we can make 
free choices in this fiscal and monetary approach—and when I 
say that I mean one that will take in all the government’s 
lending functions, all of its borrowing functions, all of its 
subsidies, its tariff policies and everything else. I say most 
emphatically, though, that I don’t believe that taxation can be 
the sole regulator. 

I think, however, that the recent experience has plainly 
indicated that the national government does not require that 
every year it shall balance its budget, and therefore, when you 
have certain desired ends to be attained, that the primary and 
principal choice should be as to the economic effect. 

Let me say, so that there shall be no misunderstanding, that 
the primary and principal test of a tax which I intend to apply 
is as to whether or not it tends to accomplish desired results. 
Now, as to the question of regimentation, I shall have no fear 
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about those choices so long as there is intelligence in the pre¬ 
determination of the purposes for which the money is collected 
and for which the money is spent. 

As long as there is a free system of majority rule, as long 
as the free legislative processes persist, as long as public opinion 
of the majortiy can tend to direct the choices made by elected 
legislators, it will be difficult for anybody to ram down my 
throat the thought that it is regimentation. 

I have said before that I don’t believe that taxation can be 
the sole regulator. I believe the expenditure side, the loan 
side, the subsidy side, the tariff side and the lack of tariff side, 
can be of extraordinary impact. 

I do believe, also, that when you come to a choice of ex¬ 
penditure under federal supervision, as against leaving money 
at home by means of reduction of taxes, that the question ought 
to be resolved in favor of leaving the money with the citizens. 

We come to this period knowing that as constituted, the 
Federal Reserve System is not capable of controlling the econ¬ 
omy, even within broad limits. In order to get a Federal Re¬ 
serve kind of control, you need to have a rather tight situation 
in credit, one in which credit can be doled out or can be made 
short. But for eight years before the war, as I recall, the 
quantity theory of money, as equating the demand through the 
price system would not work and it was not possible to utilize 
the Federal Reserve controls to prevent large swings in business 
activity. 

Again, in the war period, as we know, despite the OPA, in 
which I had some small part, there was no runaway of prices 
towards the equalization of money in the market place. If 
the speaker preceding me had looked into my testimony on 
the tax bill of 1941, he would have found that I wanted to 
use a higher degree of taxation to accomplish the payment 
currently of a much larger proportion of the war expenses. 

I have in mind that we might approach the quantity theory 
in the present period, the so-called free market period, where 
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we seem almost mischievously trying to equate, not only 275 
billion dollars of the debt and savings but also the highest flow 
of disposable income we have ever seen, to a volume of produc¬ 
tion that, for physical reasons can not expand very fast and 
very far. But the Federal Reserve, if it were to be looked to 
as the means of controlling the economy, would find that the 
commercial banks are relatively independent as to their loan 
operations as long as they have a large volume of marketable 
securities and that the possibility of influencing individuals by 
a rise in the interest rates is not likely to induce them to make 
the shifts which even a good Federal Reserve Board might 
desire. 

Tax Changes Advocated 

I am one of those “starry-eyed” dreamers and I worked on 
the Ruml-Sonne report. My complaint of the report was that 
it did not go far enough. 

I would repeal the corporation tax. I would repeal most of 
the excise taxes, except those applying to alcohol jfnd tobacco. 
I would rely on a graduated income tax, about which I have 
my own ideas, for the main source of revenue and I would in¬ 
clude in the taxable income most of that which is now retained 
by corporations. 

I would fix rates on the graduated income tax high enough to 
balance the budget at a high level of employment and I would 
undertake to keep those rates, regardless of the flow of business 
activity, in the hope that both on the up side and the down 
side, it would act as a regulator. 

Why the emphasis on taxation? It is not just because it 
takes a high proportion of managerial income. 

The emphasis on taxation that I place comes from my inter¬ 
pretation of the purposes to be served. 

In the first place, I think that you cannot have stability— 
you cannot minimize boom and bust—without the use of taxa¬ 
tion as one of the regulators. It is necessary, looking at the 
potentials of man-hour productivity and the prospect that we 
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shall again resume that steady incremental, compounded 
growth, that has given us such a rise in the volume of goods. 
On all sides it is agreed that we need to have full employment, 
not only for business reasons but also for political and social 
reasons. 

I believe, too, that taxation choices can be made in a way 
to maintain and sustain the competitive system. When money 
is left at home so that businessmen may freely compete for it, 
I believe that you get a better result, as far as the vigor of the 
competitive enterprise system is concerned, than you do in any 
other way. 

I believe also that for the purpose of maintaining a demo¬ 
cratic state there are many uses for taxation. 

I happen to believe in a better scheme of justice to be at¬ 
tained by taxation, and if somebody wants to defend the pres¬ 
ent system, I shall be glad to take that one on, also. But above 
all, I think we need to look at taxation as one of the things 
which would give us strength for our international job ahead 
in the world of tomorrow. 

I don’t expect that taxation will produce all of these desired 
results, but I do say it must fit, and I do say it is better to 
make the choice as to attaining those things than it is to stay 
with a decadent past and the horrible results of what we have 
had under the type of proposals of those who advocate not 
using taxation for anything except revenue. 

Within the tax potential we have the mechanism and the 
tools to avoid inflations and deflation. As I indicated earlier, we 
did not make that choice on the side up. We did not make 
that choice in the social security payments. One of the choices 
that we made was to keep the payments on at a time when 
there was a necessity for increased purchasing power from any 
source from which it could be derived, and we consistently 
refused to advance the social security payments, at a time when 
the flow of income was endangering our price system. 

I hope to live to see the time when social security payments 



Ss6 HOW SHOULD CORPORATIONS BE TAXED? 

will come from the general revenue. Until that time I should 
like to advocate the use of the social security rates to be some¬ 
thing at least which would be defensible to the Man from 
Mars if he were looking at it. 

I think that you can use the tax mechanism for better dis¬ 
tribution of wealth and you can use it as a better reward for 
inventiveness and contributions towards the purposes I have 
outlined. I think it is proper at times to use taxation to deter 
activities which the community wants restrained, minimized, 
or abandoned, just as long as that determination is made in 
the democratic legislative process that has been the major 
rule up to now. I feel, too, that within the tax mechanism you 
have the possibility of paying special costs such as high wages, 
social security, health, and education. 

Specifically in the short run, having in mind somebody else’s 
forecast of a business recession, I would like to see the tax 
program for the next year include the following changes for 
their economic purposes. / 

One is a token cut, at least, in the corporate rate. If I can’t 
get more, I would take a cut to 32 per cent. I would like to 
see the removal of the excises. I believe it is time to get our 
house in order as to exemptions. If it is only possible that we 
can get education and a greater amount of health expenditure 
and get it fast by some special purpose tax, I would be in favor 
of that, or a deal with the states by which they would be given 
some quid pro. 

When business declines if for some reason the rates have not 
been adjusted to that necessary to balance the budget at full 
employment, then I would favor cancelling one payment or 
two payments, yes, even three or four payments. 

If these are starry-eyed plans, you will have to make the 
most of it. 

Now, these short term proposals that I have in mind are 
in keeping with the purposes I have outlined. I don’t believe 
the program which has been emerging since November by 
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the majority Congressional party is either likely to stimulate 
business or will be likely to be adopted when people get to 
thinking, not just of the inequities that are involved in the 
matter of the 20 per cent across-the-board cut, but also as to 
whether it will further business activity. 

I think a program which looks only to the personal income 
tax portion of the tax program and ignores the corporations is 
a shortsighted one. It is a very interesting thing to me, after 
having been a bureaucrat and a politician defending the in¬ 
crease in the debt to find that the majority party, by sticking its 
head in the sand, has suddenly found that when you are in 
control, the debt is of relatively little importance and only to 
be given a nod or a token. 

If there were as much in it as has been indicated, then the 
maintenance of the rates in taxes or even an increase in the 
rates, for the purpose of debt reduction, would be plainly 
indicated. But in order to have a reduction in debt, you would 
have to modify, certainly, the volume of expenditure for de¬ 
fensive purposes and that may easily turn out to be, for people 
who are in business, a fairly good WPA or PWA kind of 
backlog in case the anticipated recession happens to occur. 

It is highly possible, of course, that we may make a mistake 
and be right. We may, in order to keep a promise, make a kind 
of a cut which will take effect at a time when more money 
should be left at home and more money should be spent on 
$1,700 cars selling at $2,800 and worth about $1,200. It is 
possible, too, that we could get a corporation tax token re¬ 
duction, and it is possible, too, that we might have some re¬ 
lease from luxury taxes. 

Expansion of Purchasing Power 

In the long run, and this is the major program that I would 
advocate, I think that this country, if it wishes to maintain 
itself on a stable basis, is committed to a high, sustained, and 
rising level of business activity. I don’t believe, after my ex- 
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perience and observation, that you can get that without an 
increase in, and a further expansion of, that solid block of 
consumer purchasing power which ordinarily is to be found 
only in the volume of purchases made by people whose in¬ 
comes do not permit them to save. 

I don’t believe by any means at all that we should overlook 
capital formation, but there will be savings, and if we are to 
build the productive mechanism to increase at a rate of 
per cent a year, I have no fear but that the depreciation ac¬ 
count, taken together with the level of savings at, say, a 200 
billion dollar gross national product, would enable us to buy 
and employ all of the machinery that we could put to work. 

No, my real worry is about purchasing power which comes 
to rest. If there is any one thing that I know, and that I hope 
that others will recognize, it is that there must be a balance 
between income produced and income spent in order to main¬ 
tain a high level of activity. 

That does not mean that every person who saves must do 
the investing. That does not mean that, necessarily, all the 
corporate retained earnings should be employed for taking 
goods off the market. But you have got to have a balance 
wielded somewhere, and if the tax system is employed to re¬ 
duce the size of that redundant purchasing power, then I think 
that the impersonal kind of regulatory mechanism I am sug¬ 
gesting is bound to have less difficulty in keeping us out of 
panics and depressions. 

There is a high desirability, also, of limiting the amount of 
revenue which the government takes from its citizens. I think 
my opponent—and I do think he is an opponent from what 
I heard him say—will be surprised to know that I feel that my 
proposal would not only limit the intervention of the state, as 
far as collection is concerned, but will keep it out of some of 
those funny experimental ideas whereby the bureaucrats in 
Washington decide that they know better than private citizens 
do as to how their money should be spent. 
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Corporate Tax Restrains Business Activity 

I believe that the kind of tax program which delimits private 
activity least, is the one that should be sought. As to the cor¬ 
porate tax, most of you are familiar with the reasons why it is 
a drain, a restraint on business activity. 

It derives not only from the double taxation. I would 
not particularly be against double taxation, having experienced 
it, if you got a multiplier out of it—in other words, if you got 
more out of it than you had to forego, but I don’t just believe 
that you do. 

I believe, too, that many decisions are made on the basis 
of what will be the effect on taxes. I know that must come as a 
surprise to you fellows here, but, just in my limited experience 
as an economist serving investment pools and manufacturing 
corporations, I found out that every now and then we examine 
the potential tax effect before we make a decision as to whether 
we will invest or produce. 

I believe also that the corporate tax system as we have it 
today prevents lower prices. It also prevents higher wages and 
a greater stability of income for investment. 

As a matter of fact, while I am genuinely sorry for the rea¬ 
sons that forced General Motors into the public market for 
additional funds, I hope to see the time when more corporation 
managers will have to submit to the test of the free market 
certain decisions which they have autocratically determined 
upon without reference to the stockholders, or even the major 
owners, of the corporation. So I believe that one of the economic 
reasons for getting rid of the corporate tax and putting the re¬ 
straint on retained earnings is that we would have a more vigor¬ 
ous economic activity. That is debatable, of course, but cer¬ 
tainly I don’t regard it as regimentation. 

As to the income tax, I think that within that potential, 
assuming that it is used as the major source of revenue, it is 
possible by means of wise exemptions and limitations on high 
rates and by special incentives, to accomplish certain desirable 
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purposes. I have never yet found a good tax by which you 
would stimulate new and small enterprises. But I would say 
that the talent that has been manifested on certain things like 
oil depreciation allowances, if put to work on the matter of 
small and new enterprises, would certainly find some ingenious 
way for invigorating a very, very desirable result, always pre¬ 
suming that you want to have a vigorous amount of competition 
in your system that derives from new entrants into business. 

I am not going to discuss in detail how I think the tax 
system could be used for handling and managing the debt. But 
I would be surprised if we should ever get to the place where we 
really, genuinely, consider debt reduction important if we 
did not use a tax of some kind, maybe to reduce this already 
high and unnecessary amount of interest that is being paid for 
the existing volume of debt. 

I could see ways without harm to the banks that are con¬ 
cerned and without harm to the strength of the banking system 
whereby you could use a tax for that purpose. 

I have indicated that I believe special additional expendi¬ 
tures, for things like education and health, which would pay 
large dividends in the times ahead as they have paid dividends 
in the American economy up to now, could be financed, if 
necessary, by special taxes, if only on alcohol, tobacco, and 
some of the other items that are not in the necessity class. 

I hold no brief for the various proposals for taxing idle 
incomes and idle balances in order to force them out into the 
market, but certainly they meet the simplest test of using 
taxes for regulating the economy. 

Need of Mechanism for Control 

To sum up, I go back to this spectre, to this boom and bust, 
which sits at every meeting of the Board of Directors of almost 
every corporation, and looking at that and at what might be 
the grave results that flow from it, I see almost inevitably that 
we shall be making choices. 
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The United States is groping for a mechanism which is 
suitable to our traditions, to our needs, and to our aspirations. 
There is the tradition of competition, and these traditions are 
going to be more difficult to maintain, given the growing con¬ 
centration of economic power, both in labor and industry in 
this country, and the fact that we shall be competing in a 
world which reluctantly and otherwise has been moving to 
statism. 

I believe that there is a decided relationship between the 
democratic state and the free enterprise system and that has 
been our tradition. I have always thought so, and I was slightly 
bewildered to hear something of an intonation otherwise, that 
one of the American traditions was also towards a better and 
more just system or plan for distributing the gains that we 
make as a society. 

We have this need for stability. We have aspirations for a 
continued rise in the standard of life and for full employment, 
and we hope to meet our obligations in a changing world. 

The beginnings of a mechanism are rather vaguely outlined 
in the Full Employment Bill, through the President’s Council 
of Economic Advisers, and the legislative group of advisers. 

I do not see how we can escape a mechanism similar to a 
fiscal and monetary authority. I do believe that it is in the 
tradition of what was expected of the Federal Reserve System. 

I believe that one of the ways in which the Federal Reserve 
method of control failed was that it was too narrow, just as the 
budget which Mr. Truman will send down will have so many 
things outside of it that they could, those on the outside, 
destroy the possibility of a real, impersonal and free, American 
type of regulation for the economy. 

For that reason I think that the coming times are times that 
require meetings like this in which we shall sit down together 
and discuss whether or not, if we are going to pay 25, 30, or 37 
billion dollars in revenue, whether or not we shall choose 
taxation wisely in order to get the best of economic impulses. 
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